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CORPORATE TAXATION AND COMMON STOCK 
FINANCING 


DAN 


HE EFFECTS of corporate income 

taxation on the costs of common 
stock financing cannot, unfortunately, 
Two 
facts stand in the way: (a) the absence 
of a the 
fundamental costs of 


be simply or precisely stated. 


understanding on 
the 
equity (common stock) financing, and 


general 
nature of 


(b) the indirect way in which taxation 
influences costs. 
the 


The following analy- 


sis of influence of taxation on 


equity financing thus inevitably in- 
volves a fairly extensive consideration 
of the basic cost of common stock and 
of many nontax factors. 


COST OF COMMON STOCK 


The costs of debt and preferred stock 
financing are fairly straightforward and 
subject to accurate measurements, since 


interest and preferred dividends exist as 


he Secretary of 

the Harvard 
Most 
loped more ¢x- 
ensively in the thor’s Effects of Taxation: Corpo 
rate Finance Research 
Harvard Busine 


Graduate School « USINESS ami st tion 


ot the materi 1 this artic is deve 


Boston: Dis 
School, 1952 


Policy ion of 


PHROOP 


SMITH 


prior charges to the net income avail- 
able for common stockholders. Tax in- 
fluences can also be determined precisely 
by calculating net costs or necessary 
earnings to cover additional taxes and 
interest or dividends, as may be appro- 
priate. 

But for equity financing the problem 
is more complex. It is apparently as- 
sumed by some that a reasonable meas- 
ure of the cost of equity financing is 
the dividends on common stock, stated 
as a percentage of market price. <A 
comparison between borrowed funds at, 
say, 3.5 per cent and equity money at 6 
per cent after taxes (or at something 
above 12 


per cent when allowance is 


made for the necessary earnings to pay 


taxes at §2 per cent) is not infrequent. 


However, whatever its significance 
from the standpoint of cash budgeting, 
this measure is grossly misleading as an 
indication of the effects of a new stock 
issue on the interests of existing stock- 
holders. This is conspicuously appar- 
ent in the case of a company which is 


retaining all earnings and hence paying 


209 
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no dividends; obviously the absence of 


dividends does not make a new issue 
“ costless.” 

The effect of a new common stock 
issue On earnings per share appears to 
be a more fundamental measure of the 
cost of the new issue. A precise for- 
mulation requires, as we shall see, con- 
sideration of immediate and long-run 
results and allowance for the signifi- 
cance of changes in debt-equity ratios. 
It may suffice to say on a preliminary 
basis that the costs of common stock fi- 
nancing are best indicated by a com- 
parison of earnings per share after a 
new issue with the earnings which 
would have existed in the absence of 
the new issue, over such periods of time 
as are considered significant for finan- 
cial planning. 

The difhculties of projecting earnings 
over several years may be, and are in 
fact, avoided by many practical people 
by use of two other simpler compari- 
sons: (a) between the market price of 
a company’s stock and its asset value, 
and (b) between earnings on existing 
assets and earnings on newly acquired 
assets. This line of reasoning, to be dis- 
cussed below in some detail in the main 


body of the article, can be illustrated 


here by the following proposition: 


If the market price of stock is only 
half its asset value, a sale of new stock 
will provide only half as much in assets 
per snare as is represented by the existing 
stock. ‘Therefore, unless the rate of re- 
turn on the new assets (or the new Cap- 
ital) will be twice that on the existing 
assets (or the existing capital), earnings 
per share will fall to the disadvantage of 
the existing stockholders. 
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Indirect Effect of Tax 


The corporation income tax, on the 
assumption that it is not shifted to con- 
sumers or to labor, penalizes common 
stock financing and may make it pro- 
hibitively expensive in terms of the in- 
This 


operates 


terests of existing stockholders. 
effect indirectly; it 
through the adverse influence of the tax 


occurs 


on the price of common stock. An un- 
shifted corporation income tax reduces 
corporate net income commensurately. 
To the extent that stock prices repre- 
sent a capitalization of net earnings, the 
higher the corporate tax rate, the lower 
will be the price of corporate stock. 
And the lower the price of stock, the 
stock which 


greater the amount of 


must be sold to secure any given 
amount of new capital funds. 
Accordingly, the existing owners 
(stockholders) of a company must give 
up a larger proportionate interest in it 
to get any desired amount of new cap- 
ital. 


pected to “ pay its way,’ 


But unless new capital can be ex- 
in the sense of 
producing sufhcient new earnings to 
prevent anticipated earnings per share 
from decreasing, it will be against the 
interests of existing stockholders for the 
The 


lower the price of corporate stock, the 


corporation to sell new stock. 


greater the chance of dilution of earn- 
ings from a stock issue. To put it an- 
other way, the lower the price of the 
stock, the higher must be the prospec- 
tive rate of net return after taxes to 
avoid dilution. 
Unfortunately, the tax factor, de- 
spite its very real and substantial im- 


pact, is mingled with so many other 
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factors that it is often lost sight of in 
financial calculations and analysis. For 
the same reason it is not possible here to 
set up precise schedules of the cost of 
the tax to stockholders in actual situa- 
tions. 


Sim plified Exam ple 


We can, however, see the operation 
of the tax factor in terms of a simpli- 
tied example—that of a company earn- 
ing 10 per cent on assets before tax, 
with all the assets represented by equity 
capital and the stock selling at 10 times 
earnings. (The assumption of equity 
capital equal to total assets makes it 
possible to apply the same rate of re- 
turn to both. 
ing dilution would be the same under a 
constant debt 


varying debt ratio in changing the 


The final results regard- 


ratio; the effects of a 
leverage on the common stock equity 
and offsetting the effects of the corpo- 
rate tax are discussed at a later point.) 
The situation would be 
Table I (p. 212). 


This simplified analysis brings out 
I ; § 


as shown in 


the significance of the relationships be- 
tween rates of earnings before and after 
taxes on existing and new capital funds, 
the price-earnings ratio of stock, and 
the ratio between book or asset value of 
stock and its market price. Various 
combinations among these elements can 
produce situations permitting new stock 
issues without dilution of earnings. 
And each of the elements is itself sub- 
ject to many influences, with no pre- 
determinable norms for any of them 
either separately or in relationship to 
each other. (Any parallel between the 
rate of return before taxes on the cap- 
ital investment in the corporation and 
the rate reflected by the price-earnings 
ratio in the market, such as shows up in 
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the example given, would be pure 
chance and not logically probable. ) 

A price-earnings ratio that is high 
compared to the rate of earnings before 
taxes can permit suthcient new capital 
to be obtained from a new stock issue 
the illustrative 
the 


price-earnings ratio had been 20 instead 


to avoid dilution. In 


example given, for instance, if 
of 10, a sale of new stock in the ab- 
sence of a tax would have produced (a) 
a more than proportionate increase in 
capital, and hence (b) an augmenta- 
Even with 
the earnings and stock price reduced by 


tion of earnings per share. 


the tax, a price-earnings ratio higher 
than the rate of net earnings on assets 
can permit a stock issue without dilu- 
tion, 


Interrelated Factors 


Sull as the general back- 
ground, before we look at the more sig- 
nificant points in detail, an outline of 


part of 


the component elements which together 


determine the effects of corporation in- 


come taxation on the fundamental costs 


of common stock financing may be 
given here in line with the foregoing il 
lustration. 


(1) 
if not shifted to consumers or to labor, 


Ww ill 


than it otherwise would be. 


A general corporation income tax, 


make low er 


net corporate income 

Vhe subject 
of the incidence of income 
this 
Economists have generally con 


that the 


cot porat ion 


taxation is beyond the scope of 
study. 
cluded tax is typically not 
shifted; though I am doubtful of this 
conclusion, it is adopted here for analyti 
cal purposes. 


(2) 


or less 


incomes lead to more 
stock 


The relationship between stock 


Lower net 
commensurately lower 
prices. 


prices and earnings varies over time and 





NATIONAL TAX JOURNAL 


TABLE 1 


ILLUSTRATION oF EFFECT OF 


Selore Tax 
and 
Iexpansion 


Assets (capital funds) $1,000 
Rate of return before tax 10% 


Income before tax ss $ 100 
Tax at 50 per cent 
Income after tax 


Number of shares of stov 10 


earnings per share : $ 10 
Price-earnings ratio ; 10 
Market price ob stor k S 100 


Interpretation of Table 1. Vhe first 
column, with no tax and a rate of re 
turn before taxes corresponding to the 
price-earnings ratio of the stock, indi- 
cates an equilibrium in’ that additional 
stock sold at the market price can pay its 
way if the new capital earns the same 
rate of return as the existing capital. As 
shown in the second column, a 50 per 
cent tax, on the assumption that it is not 
shifted, would reduce income by one- 
half; and on the further assumption that 
the price-earnings ratio was unchanged, 
the price of the stock would also be cut 
in half. 


subsequently be examined more closely ; 


Both of these assumptions will 


the analysis at this point is intended sim 
ply to isolate the relevant factors. 

With the stock price cut in half, each 
share of new stock sold would provide 
only one-half the amount of assets stand- 
ing back of each existing share; and ata 
(before and 
after tax), the earnings per share would 


constant rate of earnings 


decline. 
stock necessary to secure a 50 per cent 
increase in capital and assets, earnings per 
share would fall by 25 per cent as a re- 
sult of expansion financed on these ad- 
verse terms. The price of the stock, 


again at the same price-carnings ratio, 


After 50% Tax, 


Exp iMsion 


$1,000 $1,500 


With a 100 per cent increase in” 


Corporation INcomMeE ‘Tax 


After 500% Tax 
and Sale of 
10 Shares otf 
Stock at $50 


Increase in 
Return to 
Avoid Dilution 
of Farnings 


Sefore 


$1,500 
10°% 10% 13.3% 
100 $ 150 $ 200 
50 $ 75 $ 100 
50 $ 75 $ 100 
10 20 20 
5 $ 3.75 $ 5 
10 10 10 
50 $ 37.50 $ 50 


would also fall by 25 per cent, to $37.50. 

The fourth column indicates the rate 
of earnings necessary to avoid dilution 
from a new stock issue; by a rise of one- 


third in the average rate of earnings be- 


fore tax, from 10 per cent to 13.3 per 


cent, net income of $5 per share could be 
maintained. On an incremental basis, the 
average rate of 13.3 per cent would be 
secured if the return on the new capital 
were 20 per cent while the old capital 
continued to:earn 10 per cent. In other 
words, if new stock contributes only one- 
half as much capital per share as existing 
stock, an activity requiring a new stock 
issue would not be justified unless it 
could produce earnings at double the rate 
on existing capital. 

The calculation of a new point of 
equilibrium at a higher rate of return be- 
fore taxes does not necessarily invalidate 
the assumption that the tax is not shifted. 
If the higher return is secured by select- 
ing only unusually profitable uses of cap- 
ital, rather than by raising prices of prod- 
ucts in existing activities, the tax is not 
shifted in a strict sense, though con- 
sumers would be adversely affected by a 
failure of business to push ahead in ac- 
tivities that would otherwise be under- 
taken 
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differs between companies and industries, 
but this does not alter the fact that cur 


rent and prospective earnings are a mayor 


if not the dominant factor influencing 


the level of stock prices. 

(3) At lower stock prices, each share 
of new stock sold makes a smaller con- 
tribution to common stock capital, and 
thereby provides funds for a smaller 
amount of additional earning assets. 

(4) If a sale of new stock provides in- 
suthcient funds to expand earning assets 
in proportion to stock, a critical point is 
reached for stockholders. Unless the rate 
of earnings secured on assets purchased 
with the new capital funds is higher than 
that currently secured on existing assets, 
there is bound to be a dilution of earn- 
ings. This in turn leads to a further de- 
cline in stock prices. 

(5) The foregoing observations sug 
gest that, under a high level of corporate 
income taxation, common stock prices 
would be low and virtually all common 
stock financing would be precluded. But 
this situation has not in fact developed 
in spite of the present high tax rates. 
Why? 

For one thing, increases in corporate 
tax rates during the past 20 years have 
usually occurred in boom periods when 
profits before taxes were rising substan- 
tially; net incomes thus have not been 
reduced as a result of tax increases to the 
extent that they would have been other- 
wise. Also, there are many other variable 
factors affecting both the absolute level 
of stock prices and the price-earnings 
ratios in the stock market; any net tax 
effects on prices through reduced net 
earnings are not determinable. 

(6) On the other hand, while a higher 
tax rate does not necessarily mean that 
net corporate incomes are less than they 
were at an earlier time, they are less than 
they would be under a lower tax rate at 
the same time. And while stock prices 
may not be less than they were at an 
earlier time, they are less than they would 
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be with lower taxes and higher incomes 
at the same time. Thus an unshifted tax, 
through its effect on stock prices, makes 
common. stock financing relatively less 
attractive than it would be if the tax 
were lower. 

A stock issue will be absolutely un- 

attractive, of course, if the price of the 
stock and the prospective rate of return 
on uses of new capital are such that earn- 
ings on existing stock will be diluted. 
And just as a buoyant stock market may 
offset a high corporate tax and make 
stock prices high enough to permit stock 
to be sold without prospective dilution, 
so poor earnings and a depressed stock 
market may make stock prices so low 
that new issues would be undesirable even 
at negligible tax rates. 
(7) A dilution of earnings may be off- 
set by increased debt or preferred stock 
financing, which increases the leverage on 
the common stock equity. If a common 
stock issue is conceived of as one part of 
a general financial program, increased 
leverage from other security issues may 
completely cancel the dilution which 
would appear if the common stock issue 
were viewed separately. 

(8) A proper use of stock “ rights” 
is sometimes thought to nullify any dilu- 
tion arising from a new stock issue. The 
value of rights, when stock is offered to 
existing stockholders at less than market 
price, does offset the dilution arising trom 
the spread between selling price and 
market price. But it does not offset the 
basic dilution arising from the fact of 
sale when the market price itself is so low 
that capital, earning assets, and (under 
most conditions) net corporate earnings 
cannot be increased in’ proportion to 
stock outstanding. 

(9) In closely controlled corporations, 
a prospective dilution of carnings arising 
from a stock issue is usually clearly 
recognized and understood by owner- 
managers ind constitutes a real barrier to 


stock financing. 





NATIONAI 


(10) In widely owned corporations, 
the significance and even the fact of dilu- 
tion of earnings may not be fully recog- 
nized either by management or by stock- 
holders. For those stockholders who are 
primarily concerned with dividend in- 
come, the effects of an actual dilution of 
earnings on their own dividend income 
may be offset by an increase in the pro 
portion of earnings paid out. Also, a 
maintenance of dividends in spite of a re 
duction in earnings will usually help to 
maintain the price of a company’s stock 
and thereby partially offset the immedi 


ate effects of dilution on the stock price. 


(11) A special situation exists if the 
value of assets underlying common stock 
has risen substantially by retention of 
earnings or by rapid increases in the re 
placement costs of fixed assets. This has 


been the situation in many companies 


under the combined 


influence of excess 
profits taxation and price controls, which 
have tended to freeze profits at an ab 
solute level, with inadequate allowance 
for increases in profits in line with rises 
in the real (asset ) value of the common 
stock equity. 

Under these conditions a new stock is 
sue is likely to fail to make a proportion- 
capital or 


ate contribution to equity 


earning assets. It may, nonetheless, be 
associated in time with increases in prod 
uct prices sufhcient to maintain earnings 
The 


fact that the increase in selling prices 


per share and hence be acceptable. 


without the new stock issue and expan 
sion would have permitted an increase in 
earnings per share, and hence be more 
favorable to existing stockholders, may 
be lost sight of or recognized as an un- 
available alternative. However, a dilu- 
tion of potential earnings occurring in 
this way, though it may be superficially 
acceptable, is fundamentally unfavorable 


te existing stockholders. 
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FAX CAPITALIZATION 


The first two points in the preceding 
listing simply mean that a corporation 
income tax, if not shifted to consumers 


or labor, is reflected in the price of cor- 


stock. Anyone buying stock 
after a tax is imposed buys it subject to 
the The tax makes 
stock less attractive in terms of earn- 
ings, and in a free market for various 
forms of investments, the reduced at- 


In ef- 


porate 


tax. corporate 


traction leads to reduced price. 
fect the tax is capitalized. 
Thus anyone who owns stock prior 
to the imposition or increase of the tax, 
or more precisely, prior to the time 
when discussion of a tax change first in- 
fluences price, suffers a loss measured in 
two ways: (a) the earnings and prob- 
ably the dividends are less than they 
otherwise would have been, and (b) so 
But after the 
tax change has been fully reflected in 


is the price of the stock. 


price, a prospective investor finds com- 
mon stock yields no less attractive than 
previously, relative to alternative in- 
vestments. 

But investors do not, as is sometimes 
supposed, shun stock investments or 
shift from stocks to bonds as a result of 
The difficulty of 
financing by common stock issues does 
not arise because investors will not buy 
stocks as a result of the corporate tax, 
but rather because the prices at which 
stocks sell make new stock issues un- 
attractive from the standpoint of cor- 


high corporate taxes. 


porations considering new financing. 
This is an important distinction which 
deserves emphasis. 

The stocks of widely owned corpora- 
tions are marketable, and investors are 
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free to select whatever forms of invest- 
What hap- 


pens is that the price of corporate com- 


ment are most attractive. 


mon stock finds a level which reflects 
its relative merits against alternative in- 
And at that level it will be 
as attractive for investors in the ag- 


vestments. 


gregate as it would be with a lower cor- 
porate tax and higher earnings and 
dividends. (If this were not so, double 
taxation of income received through 
ownership ot corporate stock—once in 
the hands of the corporation and again 
in the hands of individuals when re- 
ceived as dividends—would long since 
have driven investors away from com- 
mon stock and dried up this source of 
equity capital completely.) 
Thus, the existence of a corporate 
tax, once it has been retlected in price, 
does not make it any easier or any 
harder for an established corporation to 
sell new stock. The corporate income 
tax penalizes financing by common 
stock issues by making the market price 
of outstanding stock less than it other- 
wise would be, not by diverting inves- 
tors’ funds from the purchase of stocks 
to other securities and investments. It 
that 


stock, which must be sold at or below 


is in these circumstances new 
market price, may be made_prohibi- 
tively expensive from the standpoint of 
an issuing Corporation. 

Though a curtailment of net earnings 
per share by an unshifted corporate in- 
come tax will make the price of the 
stock less than it otherwise would be, 


the reduction in earnings and the re- 


duction in price will not necessarily be 


in the same proportion. Variations in 
dividend substantially 
modify the effects of changes in earn- 


policies may 


ings on stock prices. The relative sig- 
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nificance to stockholders of earnings 
and of dividends is far from clear-cut. 
This is less true of closely controlled 
companies, where stockholders ordi- 
narily think of their pro rata share of 
the corporate earnings in a highly per- 
sonal sense, and dividends constitute 
merely one possible use of those earn- 
ings. For such stockholders subject to 
high individual tax rates, a distribution 
of earnings in dividends is likely to be 
the least desirable use of corporate earn- 
ings. But in corporations with widely 
diffused ownership the stock is usually 
conceived of as a security dissociated 
from its proportionate interest in cor- 
porate assets and earnings. 

Dividends and market value, current 
and prospective, are the important 
things to most stockholders, except in 
cases of anticipated liquidations. Earn- 
ings, to be sure, underlie both dividends 
and market valuations, but the connec- 
tion is not necessarily an immediate or 
direct one over short periods of a year 
or two. In fact, no satisfactory statis- 
tical evidence has yet been accumulated 
on the relative importance of earnings 
and dividends, and of past and_pro- 
jected changes in them, on the market 
price of stock. 

The effects of 
changes in these separate but related 


disproport ionate 


items will depend first upon the balance 
of objectives among existing and pros- 
pective stockholders. Some companies 
are owned largely by individuals and 
institutions concerned with dividend in- 
come. If there is little interest in or 
hope of capital appreciation, a reduc- 
tion in earnings will be significant pri- 
marily as it affects the margin of cover- 
age of dividends. So long as the divi- 
dend is regarded as secure, a decline in 
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earnings would have a less than propor- 
At the 
other extreme are companies in which 
the 
marily in 


tionate effect on market value. 


interested 
with 


stockholders are pri- 
stock 


prices high relative to cither current 


appreciation, 
earnings or dividends. Events which 
forecast a tapering off of a growth 
curve are likely to be a basis for a fall 
in market price even though dividends 
are simultaneously increased to provide 
a greater income per share than was 
ever previously available. 

The characteristic objectives of the 
preponderant stockholders are by no 
means homogeneous even among listed 
corporations in the same industry. As 
new developments change the suitability 
of a company for different types of in- 
vestors, new groups must become famil- 
iar with it. In brief, a uniform relation- 
ship between earnings and dividends, 
and among past, present, and estimated 
future operations as influences on stock 
prices, is not to be expected because of 
the dissimilar characteristics of differ- 
ent companies and the varying expecta- 
tions and desires of their stockholders. 

But in spite of variations in their im- 
portance over appreciable periods of 
time, earnings do appear to be the most 
basic determinant of value. They are 
so regarded by long-term investors and 
by those managements who think like 
or for owners. On this basis, any fi- 
nancing of an expansion is inherently 
undesirable which makes prospective 
earnings per share less than they other- 
wise would be if the expansion and the 
financing were not undertaken. 


PRICE-EARNINGS INDICATIVE 
OF RETURNS NEEDED ON NEW CAPITAI 


RATIOS AS 


The next four points on our listing 
(numbers 3, 4, 5, and 6) mean that the 
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price-earnings ratio at which a stock 
sells in the market indicates the rate of 
after 
taxes on new equity capital to maintain 


return which must be secured 


earnings per share. When new stock is 
sold at a price equivalent to five times 
earnings, unless 20 per cent after taxes 
is earned on the new equity capital se- 
cured, earnings per share will tall; if the 
price is ten times earnings, 10 per cent 
must be earned. 

The most difficult problem in using a 
price-earnings ratio in a decision in any 
actual situation is to determine the ap- 
propriate time over which to make a 
comparison and to secure earnings esti- 
which reasonable 


mates on assurance 


can be placed. An immediate dilution 
of earnings as a result of new common 
stock financing is likely and may be ac- 
ceptable for any one of or combination 
of three reasons: 


(1) A new or even an expanded ac- 
tivity may not become profitable for 
some appreciable period. A time lag 


between receipt of capital funds and 
their fully productive use is almost in- 
evitable. But though logically accepta- 
ble, an interim reduction in earnings in 
fact may be unacceptable to both stock- 
holders and management, even though it 
is necessary to secure augmented earnings 
per share at a later date. 

Projections of future earnings are so 
uncertain that a management will seldom 
commit itself by positive statements 
about them; a reduction in earnings is a 
present and displeasing fact for which an 
future 


unrevealed judgment about the 


provides little solace. While an owner- 
manager will probably make such judg- 
ments on a long-term basis, a professional 
management in a widely owned corpora- 
be either unduly sensitive to 


tion m.¥ 


short-run consequences on earnings or 
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unduly inattentive to the long-run inter- 
ests of stockholders. 

(2). if 


rarily at a high level, then a decrease to a 


current earnings are tempc- 


more normal and sustainable level may 


follow a stock issue without in any sense 
This 


exist 


being caused by it. situation is 


especially likely to when stock is 
sold during a period of rising prices when 
substantial inventory profits occur; the 
subsequent fall in earnings per share may 
be spectacular, but it would have o¢ 
curred and perhaps been even greater if 
the stock had 


again, however, confidence in projections 


not been issued. Here 
of earnings with and without new stock 
sales may not be high and may not be 
shared by all interested xroups, and hence 
the new stock issue may not be acceptable 
no matter how logical the reasons for it 
are. 

(3) A 


in spite of a subsequent fall in earnings 


stock issue may be justifiable 
per share if a fundamental decline, rather 
than a fall from a temporary peak, is 
foreseen. With new capital funds to fi 
nance a plant rehabilitation or the de 
velopment of a new activity, the decline 
in earnings may be less than would other 
wise have occurred. The practical prob 
lem of selling stock under such condi- 
tions may be ignored here, since the pur- 
pose at the moment is merely to exclude 
from the analysis of dilution of earnings 


those situations where a decline of earn- 


ings might rationally be expected to fol- 


but not to be caused by issuance of 


stock. 


low 


new 


As noted, when the price of a corpo- 
rate stock is low in relation to earnings 
per share, it 18 necessary to be able to 
secure a high rate of return on new 
equity capital to avoid dilution of earn- 
ings. Now it must further be recog- 
nized that the price-earnings ratio of a 
company’s stock is largely independent 


of the rate of return currently and 


ag 


TAXATION 

prospectively earned by the company 
on its own equity capital. A_ price- 
earnings ratio of 10 is equally appro- 
priate for companies earning 20 per 
cent or 2 per cent on their own capital, 
so long as the pattern of earnings ts 
equally well established in both cases. 
It follows, therefore, that there is no 
prima facie presumption that a corpo- 
ration can earn on new equity capital a 
rate sufficient to maintain earnings per 
share. Under favorable market condi- 
tions, it is possible; under unfavorable 
market conditions, it is highly improb- 
able. 

Because of the difhculty in projecting 
future earnings on existing stock and 
on new equity capital, calculations of 
the sort suggested in the preceding 
paragraph are not frequently encoun- 
tered in any precise form among busi- 
nessmen. But a rough approximation 
of the effects of a new stock issue on 
earnings per share can be and is secured 
by comparing market price with the as- 
Not only is this 
comparison useful analytically, it is also 


set value of a stock. 


commonly applied, but in an almost 
intuitive manner, by many senior ex- 
ecutives. 

Asset value, for this purpose, may be 
defined as the going-concern value of a 
company’s common stock, with allow- 
ance for over- or under-depreciation, 
and recognition of differences between 
' 


original cost and replacement cost of 


fixed assets and of — technological 


changes. It typically does not include 
any goodwill or capitalization of extra- 
ordinary earning power, unless the 
goodwill was purchased. 

Asset value is not an available figure 
from a company’s books, though it is 


sometimes estimated by a combined en- 





218 NATIONAI 


gineering-accounting study in connec- 
tion with a merger. But this does not 
seem to make the concept of asset value 
less real in the minds of many, if not 
In fact, the fig- 


ure arrived at is usually thought of as 


most, Managements, 


being a fair estimate within a 10 per 
cent to 20 per cent margin of error. 
Asset value is most commonly thought 
of as an adjustment of book valuc, the 
latter being a precisely known figure in 
all companies. The comment is often 
made that “ the book value of our stock 
is $X, but its real (asset) value is at 
least Y“ 


indicates the way in which executives 


above that.” This statement 
frequently conceive of and describe as 
set. value. 

In other words, when new. stock is 
sold at less than the asset value of exist- 
ing stock, a commensurately higher rate 
of return must be secured on the new 
equity capital to avoid a dilution of 
earnings on the old stock. This is the 
same type of comparison as used in con- 
nection with price-carnings ratios, but 
it dispenses with absolute estimates of 
future carnings. Estimates of relative 
profitability are adequate, and they can 
be made with much more assurance. 
If, for example, a stock is selling at one- 
half its asset value, a fairly common 
situation in the 1946-1949 period, new 
stock will not pay its way unless the rate 
of return on the capital provided by it 
is twice that on existing capital funds. 
A comparison of this sort is a fairly 
straightforward one and can be made 
on the basis of general judgments on 
the relative attractiveness of actual and 
contemplated activities, rather than on 
the basis of absolute estimates of earn- 
ings. 

A statement frequently encountered 
in conversations about possible common 
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stock financing can be roughly para- 
phrased as: “ Why should we give away 


a [20 per cent] interest in the company 


for a [10 per cent] increase in assets 


(or capital). This sort of remark re- 
flects a rough comparison between pro- 
ductive capacity, with its presumed at- 
tendant earning power, and the claims 
on earnings by stockholders. 

If funds are needed for an expansion 
consisting of similar additional produc- 
tive units, the comparison is a very sim- 
ple one between capacity and outstand- 
ing stock. In other circumstances ap- 
propriate allowances must be made. 
For example, when the new capacity 
has technical superiority leading to 
lower costs per unit of output, an al- 
lowance for the greater profitability 


When 


the funds are to be used in an entirely 


arising therefrom is necessary. 


new sphere of activity or for a funda- 
mental modification of current activi- 
tics, the comparison between increases 
In Capacity (.¢@., earning power) and 
stock becomes still more involved. It 
nonetheless appears to be one that can 
at least be approximated quantitatively 
and is real conceptually, regardless of 
the nature of the expansion. 

The asset value of stock thus consti- 
tutes a critical point. At any price be- 
low asset value, a new stock issue leads 
to dilution unless new uses of capital 
are more profitable than existing ones. 
At any higher price, some margin exists 
to cover less profitable uses of new cap- 
ital while maintaining earnings per 
share. 

A sale of 
market price is below asset value means 
that 
being “ cut in” 


new stock when the 


new stockholders are in a_ sense 
on a bargain basis. By 
failing to contribute their proportionate 


share of capital funds, calculated at 
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current values, they become free riders 
and hence acceptable only if their dis- 
proportionately small contributions are 
of crucial or at least unusual impor- 
tance. In closely controlled companies, 
the idea of a bargain sale, thus defined, 
may be emotionally unacceptable in 
spite of such an acute shortage of cap- 
ital that earnings per share may be sub- 
stantially increased even if stock is sold 
well below asset value. Even in some 
widely owned corporations, the emo- 
tional block to a sale of stock at less 
than value exists in a modified 
form. 


Fluctuations in profits and in expec- 


asset 


tations concerning profits are so great 
that they obscure the consequences of 
both 
ratios and price-asset value ratios. 


price-earnings 
As 
noted, when the market is buoyant, 
stock likely to be 
enough, even with a substantial un- 


tax changes on 


prices are high 
shifted corporate tax, to permit the 
majority of companies to issue new 
stock without dilution. But in a dull 
or lagging market, new issues are likely 
to lead to dilution even if the tax 
should be fully shifted. 

One final point should be made in 
connection with projections of earn- 
ings, whether they are made on an 
Since 
companies typically have an appreciable 


absolute or comparative basis. 


flow of funds developing internally 
from depreciation charges and other 
noneash expenses, they can in the ordi- 
nary course of events shift from a less 
profitable to a more profitable line of 
activity or method, if the activity or 
method is consistent with the general 
objectives of the company, even with- 
The fact 


that new capital is secured and in a lit- 


out securing new capital. 
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eral sense used to finance a new activity 
does not mean that the new activity 
would not in time have been under- 
taken anyway as a substitute for some 
existing activity. 

Analytically, the earnings attributed 
to the new capital should be related to 
whatever activity would nof have been 
undertaken or continued in the absence 
of that capital. And this activity will 
probably not be the most profitable one, 
nor is it necessarily the least profitable 
one. An outside observer could not de- 
termine a company’s marginal activity. 
Actual decisions are based on manage- 
ment judgment, applied under what- 
ever combination of objectives is domi- 
nant. In the simplest terms, the issue 
is: ““ What things would we not do, if 


we do not get new capital—and how 


” 


much profit would we forego thereby? 


INCREASED LEVIERAGI 


If new funds are secured by borrow- 
ing or by a preferred stock issue at the 
same time that common stock is sold, 
the dilution of earnings attributable to 
the common stock considered separately 
offset the 


creased leverage created by the senior 


may be more than by in- 


~ 


financing (numbers 7 and 8 on the list- 
ing given earlier). 

So long as the rate of earnings on the 
aggregate amount of new assets exceeds 
the charges on senior securities, the rate 
of earnings on the new common stock 
capital will be higher than the rate of 
earnings on assets. Thus, if equal 
amounts are raised by borrowing at 5 
per cent and by common stock, and the 
rate of earnings on the new assets is 10 


per cent before taxes, after deducting 


the interest the net return on equity 


capital is 15 per cent before taxes. 
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With a high leverage, a small margin 


above charges on senior financing can 


develop a high but vulnerable rate of 


return on common stock equity. 

Since all operating companies have 
some indebtedness, if only on current 
accounts, there is some leverage on all 
common stock equities. For this reason 
the rate of return on earning assets and 
on common stock equity will almost in- 
evitably be different. An increase in 
the stock equity will, in the ordinary 
course of events, lead to and support in- 
creased indebtedness. So long as the 
ratio of equity capital to debt remains 
constant, the fact of leverage will not 
increase the rate of return on Common 
stock. [tis only as the ratio of debt to 
equity becomes larger that leverage pro 
vides an offset to dilution arising from 
new stock issues. 

The extent of systematic planning on 
debt ratios varies considerably between 
companies and between industries. In 
a public utility company, for example, 
an increase in the debt ratio from 50 
per cent to 60 per cent may be adopted, 
or virtually imposed by a regulatory 
body, as a way to maintain earnings per 
share during an expansion that requires 
both long-term debt and common stock 
financing. In manufacturing and mer- 
chandising companies, by contrast, debt 
ratios are not often so precisely planned 
and modified. — In other 


many com- 


panies, again, the tradition against 
long-term indebtedness is strong; and 
when funds are borrowed, it is likely to 
be for a special purpose and under spe- 
cial circumstances, with an expectation 
of later reduction or complete retire- 
ment of the debt cither by retained 


earnings or a subsequent stock issue. 
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The significance of increased leverage 
as an offset to stock dilution depends on 
whether borrowing and a stock issue are 
regarded as integral parts of a financial 
program. When they are thought of 
together, a stock issue which would be 
unacceptable by itself may be made 
palatable. 

A package financing of this sort is 
not, however, the standard procedure. 
And even when a series of steps is con- 
templated, they may be taken sepa- 
rately with appreciable time lags be- 
conditions, the 


Under these 


step involving the issue of common 


tween. 


stock is likely to be viewed as separate 
and distinct; when thus viewed, an in- 
herent dilution will become apparent. 

The case where funds are first ob- 
tained for expansion or rehabilitation 
by borrowing and drawing down work- 
ing capital illustrates the foregoing type 
of situation. It may well be that a sub- 
sequent sale of common stock would in 
fact do no more than restore the debt- 
equity ratio and the working capital 


1 The Steel 


Corporation u 


financing by the Jones & Laughlin 


the spring of 1951 provides a good 


example ot a combination of circumstances which 


made A COMMON stock issue reasonable, though the 


book 


below the asset 


tock was sold at less than half its value 


(which was in turn well value of 


the stock) and though a 20 per cent increase in 


tock provided no more funds than had on the 
iverage been retained from earnings in each of the 
preceding three years. 

borrowing, and 


Increased leverage through large 


rapid amortization of new facilities with a conse 
quent large cash throw back to retire the indebted- 
ness, Rave a good prospect for anh anerease in earn 
hare in spite of the very untavorable terms 


stock I he 


quired for the desired expansion were 


Ings per 


for the sale of new total funds re 


considered be 


yond the reasonable limits for borrowing, and the 


proceeds from a sale of common. stock gave the 


financial margins to make the entire pro 


' 
ram feasible 


mecessary 
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position—but neither of these improve- 
ments would by itself provide any sig- 
nificant increase in earnings. In_ the 
meantime, the management may have 
come to accept the indebtedness and re- 
duced working capital as bearable. 
Thus the stock issue is likely to be post- 
poned indefinitely, especially if retained 
earnings are sufhcient to restere com- 
fortable financial margins within a few 
years. 

This apparently was a fairly common 
situation in the years immediately fol- 
lowing World War II. 


ment bankers have 


Various invest- 
referred to com- 
panies in which the managements had 
contemplated stock sales as one part of 
a financial program but delayed action 
after the market break in September 
1946, 
ings were better than had been ex- 


“and then when retained earn- 


pected, they found they could get along 
without the stock issue after all.” 
Increasing the leverage on the com- 
mon stock equity as an offset to the 
dilution arising from a sale of stock 
under adverse terms is thus both a theo- 
retical possibility and an, actuality in 
some business situations. It can be ef- 
fective, however, only when the issue of 
stock is really regarded as part of a 
If the 
stock issue is thought of as a separate 


broader program of financing. 


act, any dilution inherent in it is likely 
to become an effective barrier. Even 
when a stock issue is made acceptable 
by inclusion in a general plan involving 
higher leverage, a scaling down of the 
requirements for funds to an amount 
that can be supplied by borrowing on 
the existing equity capital, without the 
sale of additional stock, is likely to be 
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more favorable trom the standpoint of 


existing stockholders. 


MANAGEMENT ATTITUDES 


The question of management. atti- 
tudes covers the balance of the factors 
in the original list. 

In closely controlled corporations 
oWner-managements are almost always 
fully aware of their investment in the 
company’s stock, based on the original 
contribution of capital and subsequent 


Be 0k 


garded as a measure of this personal in- 


retained earnings. value is re- 
vestment (with some recognition of ad- 
justments upward in line with higher 
replacement costs). This ties in with 
the attitude mentioned earlier, that a 


sale of stock at a price which does not 


provide at least a proportionate increase 


in capital and assets has the effect of 
giving outsiders a bargain purchase. 
Unless the need for new funds is very 
great, or the chances for unusually 
profitable uses of funds are high, a sale 
of stock which involves any form of 
dilution will be unacceptable. In some 


cases, even where additional capital 
would lead to more than proportionate 
increases in earnings, stock is not sold 
because it would lead to a dilution of 
asset value. 

In widely owned corporations the 
situation is much more complex, and 
the attitudes of managements concern- 


Basi- 


cally, the difference seems to arise from 


ing stock issues are less uniform. 


the not infrequent tendency to regard 
the corporation as a separate entity and 
the common stockholders simply as one 
group of security holders rather than 
owners of the equity interest in the 


company. The varying objectives of 
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stockholders have already been dis- 
cussed, as have also the involved and 
shifting relationships between earnings, 
dividends, and stock prices. 

It is altogether understandable that if 


dividend 


policy which is at least as good as other 


a management maintains a 
leading companies in the industry, and 


also maintains a comparable earnings 
record, and in these two ways does what 
it can to assure a comparable price be- 
havior in the stock market, it may lose 
dilution in- 
Other 


motivations for expansion can become 


sight of a fundamental 


volved in a new issue of stock. 


dominant, 

A professional management is likely 
to be especially sensitive to its com- 
pany’s position in an industry as re- 
gards technical innovations and relative 
sales. Personal satisfactions secured 
through a sense of accomplishment are 


not based entirely on maximum earn 


ings per share, nor does a management's 


prestige depend solely on per-share 


earnings. Even on a strictly pecuniary 
basis, salaries may be as dependent on 
total volume and aggregate earnings as 
they are on the rate of earnings per 
share. 

I do not mean to suggest that a pro- 
gram involving stock financing which 
would actually reduce earnings per 
share would ever be lightly undertaken, 
But in a period of general buoyancy 
and boom conditions, an expansion 
which increased a company’s total in- 
sales and = maintained or 


come and 


slightly increased earnings per share 
might be acceptable, though under the 
given conditions a failure to expand 
with outside capital might increase 
earnings per share for existing stock- 


holders by a still greater amount. A 


dilution of potential earnings is much 
more nebulous and therefore much less 
restrictive on action than is a positive 
reduction in an established rate of cur- 
rent earnings. 

So long as earnings per share are 
maintained, the possibility that they 
might have been higher if expansion re- 
quiring an issue of stock had not been 
undertaken is a somewhat subtle basis 
for criticism or resentment of manage- 
ment. When stock is regarded as a 
security distinct from its proportionate 
equity interest in a corporation’s earn- 
ings and assets, a dilution of potential 
earnings, as the concept is used here, 
may not even seem real to many stock- 
holders. 

The further possibility of increasing 
the proportion of earnings distributed 
has also been noted previously in con- 
nection with the analysis of the rela- 
tionship between earnings and stock 
prices. If the price is especially sensi- 
tive to dividends, an increase in divi- 
dends would satisfy at least the short- 
run interests of almost all stockholders. 
During the years following World War 
II, many companies retained very high 
proportions of earnings because they 
needed additional capital for rehabili- 
tation, and because of inflationary 
squeezes on replacements and working 
capital. At existing stock prices they 
could not issue new stock without seri- 
The chance that a much 
higher dividend would have so in- 


ous dilution. 


creased the price of the stock that addi- 
stock 
thereby relieving the pressure for the 


tional could have been sold, 
retention of earnings and justifying the 
high dividend, presented itself as a fas- 
cinating financial possibility of the pe- 


riod. 
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EEEECT ON DEMAND FOR FUNDS 


This analysis of the effects of taxa- 
tion on equity financing has been made 
entirely in terms of the effects of the 
cost of equity funds on the demand for 
them. Alternatively, and perhaps more 
commonly, the extent of common stock 
financing is explained on the basis of 
estimates of the supplies of various cate- 
gories of investment funds. These two 
approaches are, of course, not unre- 
lated; actually they are intimately in- 
terrelated. But they are nonetheless 
significantly distinct in a way that most 
This 


distinction was pointed up by the re- 


cost-price relationships are not, 


mark of an investment banker when he 
said, with some irritation: 


There's lots of equity money available; 
the trouble is that managements won't be 
realistic about the market and go ahead 
with their financing at present (spring 


}949 stock prices. 


The implication of this remark is that 
funds may be available but not used. 
A few observations on the nature of the 
supply of funds for common stock fi- 
nancing may be useful here to explain 
this paradox and emphasize the inde- 
pendent significance of the cost of 
equity capital on the demand for it. 

Funds potentially available for com- 
mon stock investment, either from cur- 
rent savings or from past accumula- 
tions, do not fave to be so invested. 
Investable funds, unlike the current 
crop of lettuce or the production run of 
1953 model automobiles, will not spoil 
physically or stylistically if they are not 
immediately 


“sold” by being put to 


use. Nor are there any storage charges 


involved in keeping them on_ hand; 


they may even bring in some income 


while being “ stored” in government 
securities Or savings accounts. 
The stock 


money is thus not the result of a single 


“price” of common 
supply and demand relationship, with 
the price moving to a point which bal- 
ances available funds against a schedule 
A high cost 
of equity money may arise from ad- 


of corporate requirements, 


verse prospects for earnings or a with- 
holding of funds to await better pros- 
pects for capital gains rather than from 
a fundamental deficiency of supply of 
potential funds. 

The possible idleness, in bank ac- 
counts and government bonds, of funds 
potentially destined for investment in 
common stocks arises from the objec- 
tives of the individual investors, who 
No ex- 


tensive Comments on investment objec- 


are, or may be, stock owners. 


tives are appropriate here; it is sufficient 
to note that individual investors, espe- 
cially when they are subject to high- 
bracket 
sistently and quasi-automatically invest 


income taxes, may not con- 


all or any uniform percentage of their 
funds in stocks, regardless of how low 


the yield may be forced in the process. 


When net income after taxes is reduced 
to negligible rates, the possibility of 
capital losses, or even the absence of fair 
prospects for capital gains, will more 
than offset the advantages of current 
taxable income in the miads of many 
investors. 

The cost of equity money may be 
further dissociated from its supply be- 
cause of the fact that the cost, as deter- 
mined by stock market prices, may 
vary greatly with little net flow of 
funds into or out of equity investments. 
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As attitudes and anticipations change, 
the prices of stocks can move substan- 
tially without great activity. For in- 
stance, a general shift of expectations 
to a belief in sustained business activity 
and profits, with some inflation thrown 
in for good measure, can by itself carry 
stock prices up. 

During a market movement, with- 
drawals from the market must equal 
new commitments, except for new is- 
sues. In the absence of new issues, a 
pressure of new savings secking outlets 
would force prices up as some marginal 
disinvested and 


holders of securities 


thereby made securities available to 


those with new funds. But the point 


is that for considerable periods of time 


stock prices may be, and to a large CcX- 


tent probably are, the result of expecta- 
tions and judgments of actual and po- 
tential investors rather than a result of 
flows of funds, either from current sav- 
ings or from past accumulations. 

The cost of equity money may thus 
fluctuate (a) without any appreciable 
change in funds becoming available 
from current savings, or (b) without 
any appreciable conversion of past ac- 
cumulations of investment funds into 
or out of stocks, and also (c) without 
any appreciable change in the extent or 
rate of new corporate stock issues, that 
is, without any appreciable change in 
demand — for 


the effective corporate 


funds. ‘This statement does not mean 
that these factors are not important in- 
fluences on the cost of equity money ; 
But the cost 


can change greatly without changes in 


they all are important. 


these elements of current supply and 
demand; and therein the cost or price 
of equity money is distinctive from 
most examples of price equilibrium. 
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The cost of equity money thus can 
be of direct and independent impor- 
tance influencing the extent of equity 
financing from the standpoint of de- 
mand. The sequence of events may not 
be simply that current savings destined 
for the purchase of stocks are reduced 
or diverted away from stocks to other 
forms of investment. On the contrary, 
may be virtually 


new equity issues 


eliminated at a time when there are 
substantial funds (both from current 
savings and from past accumulations) 
potentially available for the purchase of 
stock. 


when stock prices are So low as to make 


This phenomenon can arise 
equity issues, from a corporate stand- 
point, prohibitively expensive in terms 
of dilution—at the very time that in- 
vestors might hold funds potentially 


available for stock investment. 


CONCLUSIONS 


The actual effects of an unshifted 
corporation income tax cannot be iso- 
Yet it is 
certain that by making net income 


lated and precisely measured. 


lower than it otherwise would be, the 
tax makes the price of common stock 
more or less commensurately lower than 
it otherwise would be. These state- 
ments do not mean that tax increases 
always reduce earnings and prices from 
their existing level. Increases in corpo- 
rate taxation have commonly occurred 
during periods of rising income before 
taxes and have not, accordingly, pushed 
the level of corporate net income after 
taxes down in a historical sense by the 
amount of the tax. The excess profits 
tax imposed at the end of 1950 and 
raised in 1951 did cause some very sub- 
stantial reductions in net incomes after 


taxes, but stock prices did not move 
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correspondingly because the earlier level 
of profits had apparently been recog- 
nized as very temporary and had not 
been reflected in prices. 

The lower the price of corporate 
stock, the greater the chance that the 
sale of additional stock will lead to a 
dilution of earnings on the existing 
stock. In general, new stock will not 
be sold if the effect is to make earnings 
per share lower than they otherwise 
would be. 


An. unshifted corporation 


income tax thus discourages equity fi- 
nancing through its adverse effect on 
stock prices, which in turn reduces the 
number of situations in which stock fi- 
nancing is possible without dilution. 
The higher the tax, the higher must be 
the expected rate of return from the 
use of new capital funds to justify a 
stock issue. 

Under stabilized conditions, dilution 
from a_ stock would be 
readily apparent than it is in a fluctuat- 


issue more 


ing economic environment. During 
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boom conditions, stock may be issued 
without full appreciation of the pos- 
that 
better off if expansion were not under- 
taken. The 


competitive position in an industry are 


sibility stockholders might be 


pressures to maintain a 
very strong, however, and a company 
which fails to go ahead may in fact fall 
behind, to the long-run disadvantage of 
its owners. From this standpoint a sale 
of stock at unfavorable prices, though 
ipparently disadvantageous to  stock- 
holders, may prevent a deterioration 
which would be even more unfavor- 
able. 


Decisions on financing involve such 
broad areas of judgment that a probable 
dilution of earnings does not present an 
absolute barrier to new stock issues. 
We can conclude only that the higher 
the tax, the greater the probability of 
dilution of earnings from common 
stock financing and the less likelihood 


of equity financing. 
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TT" 1. ECONOMIC plan of the Soviet 
Union sets forth the distribution 
of the material resources of the nation 
necessary for fulfillment of national 
economic objectives; the State Budget 
reflects this plan and sets forth the larg- 


est part of the monetary conditions 


necessary for its execution and for the 
achievement of financial stability. The 
State Budget is not the only set of fi- 
and for complete 


nancial accounts, 


monetary stability it is necessary to 
dovetail the budget with the credit and 
cash plans, the plan for investment out 
of retained profits by industrial enter- 
prises and cooperatives (including the 
collective farms), the fund for amorti- 
zation, and the balance of income and 


expenditures of the population. The 


* The author is assistant professor in the depart 
ment of economics at the University of Washington. 
He completed a draft of this paper while a graduate 


student fellow at the Harvard University Russian 


Research Center; the assiscance of that organization 


is gratefully acknowledged. The author is also in- 


debted to Alexander Gerschenkron and Gregory 


Grossman for reading the early draft and making 


1 
many he Ipful suggestions, 


For a fuller discussion of some of the topics 


covered in this paper, the reader is referred to F. D. 
Holzman, Soviet Taxation to be published shortly by 


the Harvard University Press 


budget does occupy a more prominent 
position with respect to the economy in 
the Soviet Union than in most western 
nations. It should be mentioned in this 
connection that in the USSR almost the 
entire economic activity of the nation 
is either directly owned and controlled 
by the state (as nationalized industry) 
or under state domination (as the col- 
lective farms and other cooperatives), 


and the proportion which is included 


in the budget accounts is largely a 
matter of convention or expediency. 
However, since the present Soviet prac- 
tice is to include in the budget only tax 
payments and receipt of subsidies by 
nationalized enterprises and tax pay- 
ments by the cooperatives (the normal 
operating receipts and expenditures of 
all these organizations remaining out- 
side of the budget), the budget total is 
to a large extent a net figure and more 
interesting to the economist than would 
otherwise be the case.! 

1 During War Communism many industries were 


included in the budget on a gross basis—in effect, 
they were treated as departments of the government 
from a fiscal viewpoint. This practice was gradually 


ibandoned, however, and at present the machine 


tractor stations (MTS) are the only major economic 


enterprises not included in the budget on a net basis. 
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Size of Budget 


Why is the Soviet State Budget rela- 
tively so large? This question can be 
answered by considering the two most 
important respects in which the budget 
serves to redistribute the money income 
of the nation to correspond with the 
planned distribution of material re- 
sources, 

(1) The budget reflects the need for 
a tremendous diversion of income from 
the household to the state in order to 
finance, without inducing inflation in 
the consumer goods market,” net in- 
vestment in both fixed and working 
capital, expenditures on defense, ex- 
penditures on administration, and on 
the so-called social and cultural items 
such as educational and health services. 
The magnitude of each of these items 
is considerable. Since the inception of 
the industrialization drive in 1928, net 
investment in the national economy has 
been estimated to have varied between 
20 and 30 per cent of national income." 
This is probably the highest rate of in- 
vestment sustained by any nation over 
While de- 


fense Was not a very significant item in 


an extended period of time. 


the total of budget expenditures before 
1936, it loomed rather large in the years 
just preceding the war, overshadowed 
all other expenditures during the war, 
and in the postwar period continues to 
command a substantial portion of the 
It is not unreasonable 
for expenditures on education, health, 


national output. 


2 They did not succeed, of 


below, entitled " The idgetary 


course, 


1 ‘ 
Imbalank e. 


3 See, for ex imple, A. 
Income and Product in 1937,” 
Economics, May, 1950, p. 220; M. K. Kolganov, 
Narodny dokhod SSSR (National Income of USSR) 
108; N 


Income Analysis,” 


Ri «ae: | 
Nationa 
Quarterly Journal of 


Bergson, “ Sovict 


Jasny, “ Intricacies of 


Jou rnal of Po 


(Moscow, 1940), p 
Russian National 


litical Econom) August, 1947, p. 30¢ 
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and the other social and cultural serv- 
ices to Occupy a More prominent posi- 
tion in the Soviet budget than is true of 
the budgets of western nations, since in 
the Soviet Union the state has taken 
over so many of the social functions 
which remain in the private sector in 
capitalist nations. This reasoning also 
applies to administrative expenditures. 
Financing the expenditures noted above 
is the principal reason for the extra- 
ordinary size of the Soviet budget. 

(2) Two pillars of Soviet planning 
are the setting of prices, and therefore 
of profits (used here to mean surplus 
or markup over cost of production) 
in each industry, and the determination 
of the amount and direction of invest- 
ment. There has been very little cor- 
relation in the Soviet economy, in con- 
trast to capitalist economies, between 
profits of enterprises and the amounts 
Soviet 
policy has been: (a) to set consumer 


invested in these enterprises.‘ 


goods prices high above cost, even 
though the receipts earned are far in ex- 
cess of the amount needed to finance 


investment in consumer goods indus- 


tries; (b) to set prices in producer 


goods industries either at about cost or 
below cost, even though the bulk of 


current investment 1S scheduled for 


these industries; and (c) to use the tax 
receipts from consumer goods industries 
to finance net investment and below- 
cost prices (subsidies) in the producer 


goods industries.” This redistribution 


4 A sub t intial part of investment in ¢ ipitalist 


countries is financed from borrowed funds rather 


than from profits. 
F, ° \ ! 
© Two qualifications are in order: (a) a small per 


centage of Soviet investment is financed each year 


from retained profits and short term loans; and (b) 
to the extent that subsidies reduce the price of goods 
purchased by the state for final use, they do not add 


to the size of the budget 
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of money income among state economic 
organizations is the second major factor 
contributing to the size of the Soviet 
budget.® 

Finally, it should be mentioned that 
the budget serves to redistribute income 
within the household sector in the form 
of social security, social insurance, and 
other transfer payments. These items 


amounted to almost 10 per cent of 


budget expenditures in 1950. 
The Budget Structure 


The Soviet State Budget is a consoli- 
dated or coordinating budget, not an 


operating one, and it is structurally 


comparable to a consolidation of the 
federal, state, and local budgets in the 
United States. The emphasis in each 
case is entirely different. In the United 
States the federal, state, and local gZov- 
ernments each operate their budgets in 
substantial independence of one an- 


other. With a few exceptions,’ each 


© The rationale of this policy is well known. The 


Soviets have attempted to maintain as stable a 


possible It 


goods reflected the profits necessary for 


cost structure as prices of producer 


further in 


vestment in producer goods industries, the higher 


price would be retlected in all further production in 


which this equipment was used. By raising the 


prices ot consumer goods and redistributing the 


profits, this cumulative effect is avoided. Further 


more, over the past twenty-five years of rapid in 


dustrial development, the Soviets have introduced 


many new types of machinery and equipment. In 
economies of 


high. In 


structure, 


the early stages of production before 


scale are achieved, costs are abnormally 


the interests of maintaming a st ible COS. 


as well as to encourage the use of new producer 


goods, the Soviet policy has been to maintain the 


price of such items below short-run cost by the 


granting of subsidies over the period in which short 
run cost is above estimated long-run cost. In 1936, 
1949-50, unsuccesstul were 


and again an attempts 


made to eliminate subsidies 


‘ Vor example, the federal government Cannot tax 
the interest income from bond issues of state and 


loc al governments, state and loc al authorities cannot 


political unit makes relatively autono- 
mous decisions as to how large expend- 
itures should be, on what projects funds 
should be expended, the type of taxes 
to be levied, and whether to run a sur- 
plus, balance, or deficit. 

In the Soviet Union the emphasis 1s 
on the consolidated State Budget rather 
budgets of 


than on the individual 


which it is comprised, namely, the 
union budget, the budgets of the fed- 
erated republics, and the budgets of the 
autonomous republics and local govern- 
ments.” The constituent budgets are 
operating financial units 
cal organ in the USSR has a budget to 


enable it to fulfill its normal governing 


every politi- 


functions.” The center of power, how- 
ever, remains with the central govern- 
ment, and it is the Supreme Soviet of 
the USSR which approves the consoli- 
dated State Budget and the distribution 
of receipts and expenditures between 
the union, republican, and local bud- 
gets. The subsequent approval by each 
political subdivision of its own budget 
must be considered a formality in so far 
as aggregate receipts and expenditures 
are concerned since these totals cannot 
be altered substantially. Hence the ag- 
gregate fiscal effect of the Soviet State 


tax foreign imports; no government may tax ex 


ports; and so forth Competition between govern 
ments for revenue sources further delimits the actual 


alternatives open to each political unit, 


8 The local 


gional, country, district, city and 


governments include territorial, re 


politic al 


village 
For discussion of 
the Soviet budget Rovinski, 
Gosudarstvenny byudzhet SSSR (State Budget of the 
USSR) (Moscow, 1949), Ch. 1-3; A. M. Alek 
sandrov, Finansy i kredit SSSR (Finance and Credit 
of the USSR) (Moscow, 1949), Ch. 13. 


units, each with its own budget 


structure see, N, 


9See Articles 14, 15, 68, 97 of the Soviet Con 


stitution (1936). 
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Budget, in contrast to that of the con- 
United States budget, 1s 
planned in advance, and it is the most 


sol idated 


important single magnitude in the 


over-all financial plan. 


BUDGET RECEIPTS 


The main items of budget revenue 
have been the turnover and_ profits 
taxes, direct taxes on the population, 
loans, and social insurance receipts. 
The data since 1928-29 are presented 


in Tables 2 and 5. 
The Indirect Taxes 
The 


taxation in the arsenal of fiscal instru- 


predominance of commodity 
ments is the outstanding feature of the 
Soviet tax structure. Commodity tax- 
ation normally accounts for from 50 
to 7§ per cent of total revenue in com- 
parison with less than 8 per cent for 
personal income taxation. In the 
United States consolidated budget for 
1948, commodity taxes accounted for 
only 20 per cent of total income as 
against 39 per cent for the personal in- 
come tax, 20 per cent for the tax on 
business income, and 10 per cent for 
property taxes (major categories only 
included ). 

Economists familiar only with early 
Soviet as well as Marxist literature on 
taxation, in which it was customary to 
excoriate the use of indirect taxation as 
regressive, hence secially inequitable, 
will no doubt be surprised by the cur- 
rently extensive use of such taxation. 
The fact that the Soviets rely on com- 
modity taxation in spite of their ideo- 
logical bias against it attests to its su- 
periority for their purposes in compari- 
son with more direct forms of taxation, 
The most important consideration may 


be the belief that because of the so- 
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called “ money illusion,” the personal 
income tax has a more harmful effect 
which 
This 


consideration may be of particular sig- 


on labor incentive than taxes 


raise the prices of commodities. 


nificance in a country like the USSR in 
which a tremendous rate of investment 
and other government expenditures is 
juxtaposed with a very low real income 
per capita. Although the income tax 
schedule is low (Table 1), transference 
of the total burden of the savings re 
quirements of the economy to this type 
of tax would involve a tax which took, 
on an average, more than half of each 


person’s income. | Direct taxation of 
such magnitude is without precedent, 
and if introduced, it could have serious 
political as well as economic repercus- 
sions. 
Another consideration of primary 
importance, and one which is stressed 
by Soviet economists, is the use of the 
commodity tax as an aid in planning, 
particularly with respect to prices. The 
Soviets have attempted to maintain a 
market for consumer goods in’ which 
free choice prevails.'' The advantages 
of this procedure over direct distribu- 
tion from the point of view of both ad 
ministrative cost and of consumer wel 
fare are too well known to need repeat 
ing. Successful operation of a free con- 
sumer market requires a flexibility of 
prices sufficient to keep supply and de- 
mand for individual commodities rea- 


sonably well adjusted; failure in’ this 


respect would quickly cause the free 


oy I) 


{merican Economic Review, Sept mber, 


Holzman, “ Burden of Soviet Taxation,” 


1953 


Il fhey were forced to resort to rationing until 
1934-35, again during World War Il 
er mber 1947 


ois 
ind until the 


irrency reform ut 
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market to break down in the sense that 


distributional would result 


and/or rationing would be necessary, 


inequities 


and repressed inflation might develop. 
Since the state sets the prices in the 
USSR, the responsibility for 
priate price flexibility lies with it. 


appro- 
The 
inclusion of large commodity taxes in 
the prices of consumer goods facilitates 
the use of price changes in administer- 
ing the consumer goods markets. 

A third consideration is administra- 
tive in nature. It was clearly much 
simpler to levy and collect taxes from 
tens of thousands of enterprises and or- 
ganizations than from tens of millions 
of households. This was particularly 
relevant in the early Soviet period when 
commodity taxes were first used on a 
large scale because of the high percent- 
age of illiteracy of the population and 
because the agricultural population had 
not yet herded into collective 
farms where they could be reached 
without excessive cost by tax collectors. 

Commodity price in the USSR is a 
sum of cost of production plus turn- 
over tax plus profits; profits may be 
subdivided into retained profits,'? which 


been 


are usually reinvested at once in the in- 
dustry in which they originate, and de- 
ductions from profits, which is the por- 
tion taxed into the budget. 

The turnover tax is based on sales of 
state enterprises and other organizations 


” ‘ 
12 Since industrial and procurement Organizations 
in the USSR are 


enterprises should also be considered 


nationalized, retained prohts ot 


a part of the 
total commodity tax even though such profits do not 
enter the budget accounts. It should also be noted 


that to the extent that part of the profits of in- 
dustry are the result of real entrepreneurial activity, 
the tax on profits is in the nature of a direct tax 
In the USSR, how- 


ever, this is not an important part of the total tax 


rather than a commodity tax. 


and will be ignored 
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and is levied either as a percentage of 
commodity price or as an absolute sum 
per unit sold. The rates range from 
about 1 to 90 per cent of price '* to the 
final consumer, the lower percentages 
being applied primarily to nonconsumer 
goods for fiscal control of the taxpay- 
ing enterprises; the higher rates fall on 
consumer goods, and these provide the 
In fact, 
since 1949 the tax has been levied only 


bulk of turnover tax revenue. 


on consumer goods with the exception 
of petroleum products." 

Commodity prices and turnover tax 
rates are usually set at levels which al- 
low an enterprise a planned profit above 
planned cost (after the turnover tax 
has been paid).'® If the enterprise de- 
viates from either the planned level of 
output or cost, however, unplanned 
Different 
rates of tax are applied to planned and 
unplanned profits for incentive reasons. 


profits or losses will result. 


All state enterprises and organizations 
must pay a tax of from 10 to 99 per 
cent of profits, the rate depending on 
the size of the enterprise's profits after 
turnover tax, its plan of investment 
from retained profits, and whether the 
profits were planned or unplanned. 
The minimum 10 per cent tax is for 
purposes of fiscal control, and it is paid 


13 Since rates are 


should be 


in 8O per cent turnover tax Costs the pur- 


expressed as a percentage of 


) 
price, at made clear that a commodity 
with, say, 


chaser a price which is 500 per cent of cost 


M4 Special types of turnover tax are: tax on non 
goods operations (services), tax on cinema receipts, 
and the so-called “ budget markups’ and “ budget 
which are used to differentiate the turn- 


over tax both regionally and between the city and 


differences ” 


rural areas, to adjust for rapid seasonal shifts in 


supply or demand, to facilitate the use of dual price 


systems as during the war, and so forth 
x . 1 
15 This is true except in those insta where be- 


low cost sub idies are planned 
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even if it involves an offsetting subsidy 
in the budget. Firms which have no 
investment requirements pay the bud- 
get from 95 to 99 per cent of planned 
profits and from 55 to 85 per cent of 
unplanned profits, the remainder going 
to the Directors’ Fund; '® firms with in- 
vestment to be financed from retained 
profits, but with larger profits than are 
needed for this purpose, pay at an ap- 
propriate intermediate rate. 

The reader may question the neces- 
sity of having two taxes on enterprises 
apparently serving the same over-all 
fiscal purpose. There are several rea- 
sons why this procedure is considered 
desirable. The turnover tax is collected 
daily (as a function of sales) from the 
larger organizations and at slightly 
longer intervals (a week to ten days) 
from smaller organizations. This pre- 


vents accumulation of tremendous 
funds of money in the hands of these 
organizations (since the bulk of budget 
revenue is accumulated in this fashion) 
which would, the Soviets fear, vitiate 


the well-known 
917 


“control by the 
ruble and seriously blunt manage- 
rial incentive to efficiency. Since prof- 
its cannot be calculated for such short 
time periods, a profits tax would be un- 
this The 
profits tax is a useful supplement to the 


satisfactory for purpose, 


16 The Directors’ Fund is a sort of bonus system 


in industry designed to improve the inccntive of 


workers and managers. The Directors’ Fund receives 
from 1 to § per cent of planned profits and from 
15 to 45 per cent of profits earned in excess of 
plan. The disposition of the funds is determined by 
the director of the establishment in point consulta- 
representatives. The law 


tion with trade union 


stipulates that 50 per cent of the fund must be used 
for employee housing; a part of the remainder go 


into bonuses. 


17 The phrase refers to control over the acti' 


of enterprises by controlling the amount of fina: 


resources available to enterpri 
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turnover tax, however, from an ad- 


ministrative point of view. Firms pro- 
ducing the same commodity, subject to 
the same turnover tax, and selling at 
the same price often have different 
average costs as well as different internal 
investment requirements, The profits 
tax is supposed to be varied so as to iron 
out these differentials."* 

Before 
should be noted that part of the budget 
taxes 


leaving indirect taxes, it 


receipts attributed to indirect 
really represent taxation in kind of the 
agricultural population, The tax in 
kind takes the form of compulsory de- 


liveries to the state, at very low prices, 


of a substantial part of the net output 


of the agricultural sector. ‘These com- 
modities are not reflected in the budget 
accounts directly, but the difference be- 
tween the low price paid by the state 
for such commodities and their high re- 
tail price to the population enters the 
budget as part of the commodity tax 
structure. To the extent that the peas- 
ants are underpaid for their compulsory 
deliveries, Commodity taxation repre- 
sents taxation of the agricultural pro- 
ducer rather than taxation of the con- 
sumer as a whole. Since rent is not 
charged for the use of land in the Soviet 
Union, part of the tax in kind, and its 
can be 


commodity tax equivalent, 


taken to represent land rent. 
Direct Taxes on the Population 


Direct taxation, although never very 
significant fiscally, was very important 
as an instrument of class policy in the 


18 The collective farms, produ er and consumer 


cooperatives all pay taxes on profits. These will not 


be described here because they are fairly complicated 


(especially the tax on the collective farms), have 


varied considerably over time, and are fiscally un 


important, providing les than 2 per cent ot total 


budget revenue. 
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late 1920's and early 1930's. Taxes 
were differentiated according to source 


and petty 


renticrs, and large land-owners (kulaks) 


of income, entrepreneurs, 


in particular were taxed at much higher 


rates than the rest of the population 


with the express aim of strangling non- 
Al- 


though these elements have been elimi- 


socialist clements in the economy. 


nated (ofhcially), tax schedules are still 
quite complex. The personal income 
tax on the nonagricultural population, 
which, fiscally speaking, is the largest 
of the direct taxes, currently employs 
the differential 
Fable 1. 

This system favors the workers and 


rate system shown in 


artists and, since the schedules are pro- 
gressive, favors the poorer against the 
The 


however, is not very substantial in com- 


richer. degree of progression, 


parison with that of the income taxes 
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And since 


the Soviet income tax is a minor source 


of many western nations. 


of budget income, its rate schedules are 


not very significant for evaluating 
Soviet social policy. 

The agricultural tax is the rural 
counterpart of the personal income tax 
and in the past has usually brought in 
less revenue than the income tax on the 
city population. In recent years the 
agricultural tax has been levied on in- 
come of the collective farmer (kolk- 
oznik), earned from his personal land 
and animals, and on the income of the 
private farmer (edinolichnik). Income 
of the collective farmer earned while 
working on the collective farm has been 
exempted, traditionally, from taxation 
since the gross income of the collective 
farm, including money income distrib- 
uted to the collective farmer, is subject 


to a separate tax. Before 1939, the col- 


TABLE 1 


DIePERENTIAL 


Workers ind 
Salaried 
Employees 


Annual Income 
Phousand Rubles) 


Under 


1) exempt 
2.4 5.5 
1S 70 
S41 10.0 
IS 13.0 
300 13.0 
100.0 13.0 


300.0 13.0 


tare System, Persona [NcoME 


Tax 


None OOP rative 
Artisans 
and Petty 

Entrepreneurs 


teceiving 
Income from 
Private 
Prac hice * 


Artists and 
Writers 


(Per cent of vearly income) 


L5 2.0 
5. 60 
70 11.0 
10.0 190 
13.0 17.0 
15.0 37.0 
23.0 


55.0 


* This refers to prote ssional ye ople such as doctors and lawye rs. 
Taken from G. L. Mariakhin, Nalogtt shory s 
from the Population and Collective Farms) (Moscow, 1946), pp. 61-68. Cooperative 
artisans are taxed at a 10 per cent higher rate than workers. It should be noted that 
these are marginal, not average, rates. For example, an artist who earns 2,400 rubles 
would pav 1! per cent on the first 1800 rubles plus 54% per cent on the next 600 rubles. 
Also note that this table does not contain the complete set of rates. 


Souree: nase le nit kolk hozon ( Taxe 8 and Dut S 
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lective farmer paid a flat tax of from 
10 to 50 rubles, differentiated by re- 
gion, on income from his personal econ- 
omy, whereas the private farmer paid a 
progressive tax on his total income. 
farmers 


Apparently collective 


were finding it more profitable to con- 


many 


centrate their efforts on their personal 
activities at the expense of labor-time 
put in on the collective farm. Conse- 
quently, in 1939 a law was passed de- 
signed to curb the personal activities of 
the 


them to put in more time on the collec- 


collective farmers and encourage 
tive farm. Their income from working 
on the collective farm continued to be 
but 


from the personal economy is now 


exempt from taxation; income 
taxed at a progressive rate which starts 
at 8 per cent for all taxable income 
under 2,000 rubles annually and climbs 
in rather even steps to the maximum 
rate of 48 per cent on income over 
8,000 rubles." 


a 100 per cent higher rate of tax than 


The private farmer pays 


the collective farmer. 
Other Receipts 

Public loans are the largest regular 
item in this category, and in 1950 they 
accounted for slightly more than 7 per 
cent of total budget receipts. Loans 
are considered a regular source of rev- 
enue and do not have the deficit-cover- 
ing implication of government borrow- 


19 Taxable so-called 


“norm” basis. 


income computed on the 
Norms of income are set per hectare 
of each type of crop cultivated and for the different 
types ot animals owned; each peasant’s taxable in 
his cultivated land 


differ 


come depends on the extent of 
and ownership ot animals These norms are 
entiated by regions depending on relative soil fertility 
and other factors. It is obvious that by appropri 
ately varying the tax norms for different crops, the 
Soviets can exercise an influence on what will be 


grown. 
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At least 75 
per cent of the loans are sold to the 


ing of western countries. 


public at large which buys them, sub- 
ject to strong social pressure,” through 
their collective farms and places of em- 
ployment. The remainder is purchased 
by the savings banks, which invest most 
of their reserves in this manner,”' or- 
gans of state insurance, and cooperative 
and other organizations. Interest rates 
on loans, which were 10 per cent an- 
nually prior to 1935 have been lowered 
gradually and since 1948 have been set 
at 4 Withholdings from 
monthly payrolls facilitate public pur- 
chases, and lottery prizes that are given 
on a substantial portion of the total 


per cent. 


publicly purchased issue in lieu of in- 
terest. payments, serve to increase the 
attractiveness of the issue to some sec- 
tors of the population.*” Interest re- 
ceipts and lottery prizes are exempted 
from taxation. 

Since 1938 the social insurance bud- 
get has been included in the state bud- 
get. The receipts of social insurance 
are primarily derived as additions to the 
wage funds of enterprises (in effect, a 
payroll tax), the percentage varying 
from 3.7 to 10.7 per cent, depending 
on conditions of employment, and 
other factors, in the separate branches 
of the economy. The gross income of 
the machine tractor stations has also 
been included in the budget since 1938, 
at which time these organizations were 
placed in the budget on a gross basis. 


“) 1 tt ° > ' ’ rh a 
“Y This is not unlike the wartime situation in the 


United States. 


“lIn effect, this means that almost all consumer 


savings, except made 


available to the 


22 At 
scribed loans Ss paid ai 


present new, publicly sub- 


m of lottery prizes 
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Other minor sources of state income are 
from fines, licenses, customs, repara- 
tions (since World War I), fees for 
commercial forestry and fishing, a tax 
on inheritance (in the form of a fee for 
certificates), and 


inheritance many 


others. 
Statistical Trends 

The main items of budget revenue 
from 1928-29 to 
Table 2. 


lighted by a rapid increase in the in- 


1940 are shown in 
The early thirties were high- 


direct taxes (especially the turnover 
tax) which rose from 42 per cent of 
budget income in 1928-29 to 78 per 
cent in 1937; and by the relative de- 
cline of income from direct taxes on the 
population and from loans (which are 
purchased primarily by the popula- 
tion). The turnover and profits taxes 
could have increased in the manner in- 
dicated cither because of a large increase 
in the volume of output (primarily of 
consumer goods) or because of a large 
increase in tax rates (or what amounts 
to the 
prices). 


same thing—an increase in 
The crucial factor appears to 
have been tax rates (prices) which in- 
creased steadily throughout the 1930's. 
This can be demonstrated by analyzing 
the retail trade turnover figures (ex- 
cluding sales on the collective farm 
Retail trade 


turnover represents the value of com- 


market) for the period. 


modities sold to consumers by state and 
cooperative organizations and by com- 
munal caterers—or roughly the value 
of consumer commodity purchases with 
the exception of purchases on the col- 
lective farm markets. Theoretically, 
the data can be broken down into the 
cost of the commodities, the turnover 


and profits taxes, and retained profits 
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of enterprises. Table 3 shows that the 
turnover and profits taxes were an in- 
creasing percentage of the value of re- 
tail trade from 1928-29 to 1935 and 
again from 1938 to 1940 (see row 3).** 
It seems clear that since the turnover 
and profits taxes increased thirty-five 
fold from 1928-29 to 1940, whereas re- 
tail trade turnover net of these taxes 
(cost of retail trade 
creased by only four and a half times, 
the rise in the tax rates (hence prices) 
and not the increase in output of tax- 
able consumer goods was the significant 
factor in the rise in budget receipts. 
Cost of retail trade turnover (row 4), 
it should be noted, is by no means a 
quantity index, since it is inflated by 
increases in costs of the factors of pro- 


turnover) in- 


duction, which were considerable in this 
period. 

An explanation of the general trend 
of direct tax payments by the popula- 
tion is facilitated by comparison with 


Soviet total nonagricultural payroll fig- 
ures (Table 4). 
spondence between trends in the two 
The bulk of 
the tax payments come from the city 
population on whom the income tax 
rates remained relatively stable over the 


The general corre- 


series is to be expected. 


1930's. It will be recalled that the col- 
lective farmers paid a flat rate of tax 
until 1939; this is reflected in the re- 
ceipts from the agricultural tax which 
did not even double from 1931 to 1938. 
The introduction of a progressive agri- 
cultural tax in 1939 caused receipts to 
rise by 1940 to three times the 1938 


“3 This can be shown directly by comparing turn- 


over tax rates on different commodities over the 


period in question. A check by the writer of some 
key commodities revealed a rapid rise in rates from 
1931 to 1936. 
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TABLE 3 


TUKNOVER AND Prorir TAXES AS A PERCENTAGE OF 
1940, 


1928-29 


Rerain Trapt 


SELECTED YEARS 


(Billions of rubles) 


1928-29 


(1) Value of retail trade turnover *.. 


2) Turnover 
(3) (2) + 
4 


(2) profits tax 


26 


(4) Cost of produc tion of retail trade 


turnover 4 10.7 


sources: Sotsulisticheskove stroitel’stvae SSSR 


1910) 


* This excludes collective farm market trad 


turnover tax 


t This series is derived by deducting row (2) from row (1) 
production of agricultural commodities is not the 
commodities but rather the cost to the state of procuring them from the farms 


and distribution costs 


The absolute amount of loans 
increased during the thirties, although 
their relative importance in the budget 
declined, due to the tremendous in- 


level.*! 


crease in commodity taxation. They 


TABLE 4 


Comparison or Direcr Tax PAYMENTS WITH 
NONAGRICULPURAL Pay Roun 
(Billions of rubles) 
1931 1934 1938 1940 
Tax payments .. 


Pay roll 


3S 


11.0 


5.1 
964 


94 


123.7 


Sources: A. Bergson, “A> Problem in Soviet 
Statistics,” Review of Economics and 
Statisties, XXNIX (November, 1947), 
p. 236; Narodno-khoziawstvenny plan 
SSSR na 1937 god (National Eeo- 
nome Plan of USSR for 1937) (Mos- 
cow, 1937), )) 147 


“4 Receipts from the agricultural tax were as fol 
lows: 
1931 ,81 1938 million 
1940 


cit., pp 


million rubles, 665 


1939—1,515 rubles, 


(Plotnikov, op 


rubles, million 


2,095 million rubles. 


17, &823) 


(Socialist 
1934), p. 6 (for 1928-29) ; ibid. (Moscow, 1936), pp. 606-07 Cor 1932, 1935); A 
The Development of the Soviet Economic System (New York, 1948), p. 254 
Sovetskaia torgovlia za 30 let (30 Years of Soviet Trade) (Moscow, 1947 


Cost of procurcment is, 


1932 193S 


404 
216 


140.0 

GO9 
5 
ISS 


19.1 4 


Construction of (Moscow, 
Bavkov, 
(for 1988) ; 
96 (for 


the USSR 


(which is small) beeause it is not subject 


to 


It should be noted that cost of 


cost to the collective farms of producing the 
plus processing 


of course, bye low true cost ol prod wthion 


constituted a slightly larger revenue 
source than direct taxation of the popu- 
lation. 

To summarize briefly, the Soviets re- 
lied primarily on commodity taxation 
(price increases) in the 1930's to re- 
capture from the population part of the 
funds required for financial stability. 
In spite of tremendous fiscal require- 
ments, direct taxes on the population 
were not altered significantly for pur- 
poses of anti-inflation, nor was the loan 
program pursued with relatively greater 
vigor. Some reasons for this choice be- 


tween fiscal weapons were discussed 
above. 

The situation was reversed somewhat 
during the war years, as Table 5 indi- 
cates. Receipts from the turnover and 
profits taxes declined drastically per- 
centagewise, whereas direct taxes on the 
population as well as loans to the popu- 
lation increased greatly. 


This develop- 


ment can be explained in the following 
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With Soviet entrance into World 
War II, a much larger fraction of na- 


way. 


tional output was devoted to uses other 
than consumption by the civilian popu- 
lation; this caused production, hence 
sales of consumer goods, to shrink dras- 
tically. Since the turnover and profits 
taxes are a function of the volume of 
consumer goods sold as well as of the 
tax rates, receipts were bound to fall in 
absence of a large rise in tax rates (and 
prices). Apparently the Soviets de- 
cided that conditions 
with patriotism at a peak it would be 


under wartime 


feasible and more appropriate, instead, 
to raise the rates of income tax and to 
borrow more heavily from the popula- 
tion.”” 

The increase in taxes was by no 
means sufficient to cover expenditures, 
however; substantial budgetary deficits 
were incurred from 1941 to 1943 (see 
below) ; and there is evidence that from 
1942 to 1947 the state financed an in- 
creasing proportion of its expenditures 
through credit creation. 

Once the war had ended and peace- 
time conditions had been re-established, 
the various sources of budget income 
assumed roughly the same percentage 
relationships which had prevailed in the 
mid-thirties. The postwar period has 
been marked by several related develop- 


ments *° which are tending to reduce 


“9 Shortly 


rates of the 


after the Germans invaded Russia the 


income and agriculture taxes were 


doubled. Later on several new direct taxes were in 


troduced: a so-called war tax, a tax on bachelors 


and families with less than children, and 


(Cf., Suchkov, op. cit. « bs £533 


three 
others. It should 
also be noted that part ot the decline in budget in- 
1941-1943 


to the Germans. 


come in reflects the loss of 
Similarly 


experienced in 1940 due to the accession of Latvia, 


Nort her n 


Soviet ter- 
ritory some increase Was 


Lithuania, Esthonia, Bessarabia, and 


Sukovina, 
26 For 


see \ 


a fuller discussion of these developments 


Zverev, “ Gosudarstvenni biudzhet chetver- 
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slightly the role of the budget in the 
These are: 
(1) An increase in 1949 in the whole- 
sale prices of the output of heavy in- 
dustries and in transport rates originally 
designed to eliminate subsidies by 1950. 


economy. developments 


Wholesale prices were, however, re- 
duced sharply in 1950, and the data 
seem to indicate that subsidies to indus- 
try are still being disbursed, though 
possibly on a smaller scale than previ- 
ously. (2) A small increase in retained 
profits relative to the turnover and 
profits taxes.*’ (3) Finally, a succes- 
sion of annual (retail) price reductions 
of consumer goods, the largest of which 
was put into effect on March 1, 1950. 

The first two developments imply 
that the Soviets were attempting, per- 
haps unsuccessfully, to bring their price 
and investment plans into somewhat 
closer alignment—thereby reducing the 
budgetary function of redistributing 
profits among industries. 

The third development leads us to 
believe that a greater share of the na- 
tional output was probably being de- 
voted to the production of consumer 
goods and less to investment and other 
1950-52 
than in the earlier postwar years.* 


government expenditures in 


This would tend to lessen the budgetary 


task of absorbing the excess consumer 


togo goda poslevoennoi stalinskoi piatiletki” (‘‘ State 
Stalin 
khoziaistvo (Planned 
38-50; P. Vladimirov, 
predpriiati”’ ("For the 

Vopro y 
1948, No. 
Planning and 
Economic Journal, March, 1949, 


Budget in the Fourth Year of the Postwar 
Plan wat, Planovoe 
Economy), 1949, No. 2, pp. 
“Za rentabel’nuiu 
Profitable 


ehonomiki 


Five-Year 


rabotu 
Operation of Enterprises”), 
(Problems of the Economy), 
28-32; M. C. 
Price Mechanism,” 
pp. 81-91. 


8, pp. Kaser, “ Soviet 


“7 Retained profits rose from 12.1 billion rubles 
in 1948 to more than 25 billion rubles in 1949-52 
=8 Cf., 


Holzman, ' The Burden,” passim. 





3] 
purchasing power generated by budget 
expenditures. 

Receipts from the turnover tax have 
not increased much since 1947, and its 
relative place in the budget has de- 
clined. 
factors: (1) the new emphasis on prof- 
its; (2) the rise in the wholesale prices 
of producer goods and in transport 
rates which tend to raise the costs of 
consumer goods at the same time that 
(3) retail prices of consumer goods are 
being lowered; ** (4) the removal, men- 
tioned earlier, in 1949, of the turnover 
tax from all preducer goods with the 
exception of oil products. The relative 
decline of the turnover tax would un- 
doubtedly have been greater if the flow 
of taxable consumer goods had not in- 
creased very substantially. 

It is also worth noting that repara- 
tions have been a substantial revenue 
item in the postwar period and in 1949, 
together with customs, were planned to 


This is due of course to several 


account for almost 9 per cent of total 
receipts. 


BUDGET EXPENDITURES 


Expenditure Categories 

The nature of the expenditures cate- 
gories in the Soviet budget will be dis- 
cussed briefly below.*” 

National economy. Except in the 
wartime period, expenditures on the na- 
tional economy have been the largest 
category of budget expenditures and 
have constituted roughly 40 per cent of 
the total. 
ally presented in the budget broken 
down by branch of the national econ- 


These expenditures are usu- 


“9 Apparently consumer goods price cuts were ab- 


sorbed by the turnover tax rather than by profit. 


30 This material is taken mainly from Rovinski, 
op. cit., Ch. 6, 7, 11-16; Aleksandrov, op. cit., ¢ h 
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omy. The main branches are industry, 


agriculture, and transportation and 


Industry includes the 
types of enterprises which are normally 


communication. 


included under this classification in the 
United States with the addition of min- 
ing, lumbering, hunting, and fishing. 
Almost all organizations in this cate- 
gory are included in the budget on a 
the 
state farms (sovkhbozy) and the ma- 
chine tractor stations (MTS).*' Ex- 
penditures of the MTS have been in- 


net basis. Agriculture includes 


cluded in the budget on a gross basis 
1938. 
munication include the railroads, high- 


since Transportation and com- 


ways, waterways, and so forth. Trans- 
portation and communication were in- 
cluded in the budget on a gross basis 
until 1930 and in 1934 were placed on a 
completely net basis.“* Other branches 
of the national economy are: internal 
and external trade, procurement, mu- 
nicipal and housing construction, and 
others. 


An alternative classification used by 
the Soviets, but rarely presented in a 
statistically complete form, is expendi- 
ture by “use.” Expenditures on the 
national economy are used to finance 
(a) fixed capital, (b) working capital, 
(c) subsidies to keep prices below costs, 
(d) expenditures on training workers, 


| 


scientific research, and other projec:s 


which ere not part of the normal ex- 
individual 


penses of production of 


enterprises (Opcratsionnyye raskhody), 


(ec) expenditures on enterprises and or- 


ganizations (e.g., the MTS) which are 


31 The 


State, he nce 


collective farms are not owned by the 
they finance most of their investment 
Some funds are 


iral Bank 


investment 


Agricult 


from retained profits. 
obtained in loan form from the 
32 The 


quite complic ated (cf., 


financing betwcen 1930 and 1934 was 


Plotnikov, op. cit., p. 18) 
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included in the budget on a gross basis 
(eksploatatsionnyie raskhody)—prob- 
ably also including some subsidies. The 
bulk of these expenditures have been 
for investment in fixed and working 
capital and for subsidies; published an- 
nual expenditure data, when available, 
have been restricted almost entirely to 
the first two of these categories. The 
budget is the largest but not the sole 
source of funds for investment in fixed 
and working capital—other sources are 
the amortization fund, retained profits 
of enterprises and cooperatives, bank 
credit, and various minor sources. 
Social and cultural expenditures. 
These expenditures include the financ- 
ing of (a) education, libraries, clubs, 
training in trades, scientific research, 
arts, press, and so on, (b) health care 
and physical culture—hospitals, health 
resorts, rest homes for workers, and so 
on, (c) social security—pensions and 
other assistance, invalid homes, rehabili- 
tation of injured workers, (d)_ social 
insurance—insurance for sickness, old 
age, and so forth. ‘The budget is not 
the exclusive source of funds for ex- 
Other 


some social and 


penditures on these measures. 
sources are funds of 
cultural organizations which operate on 
an independent financial basis (for ex- 
ample, printing, publishing, some health 


bank 


union and cooperative funds, the Di- 


resorts), credit, part of labor 
rectors’ Fund, the collective farm wel- 
fare fund, and others. 

Defense. 
figure represents expenditures of the 
Ministry of the Armed Forces (and its 
predecessors ) which handles activities 


The defense expenditure 


that may be classified as military opera- 
tions. It does not include part of gov- 


ernment outlays for construction of 
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armament plants.*’ Furthermore, there 
is considerable doubt as to whether the 
following are included under defense: 
cost of maintaining troops in foreign 
military stockpiling, and 
atomic energy research.” 


countries, 


Administration. These expenditures 
include financing of (a) the organs of 
union, republican, and local govern- 
(b) the ministries and other 
units which direct various industries 
and branches of the national 
economy (excluding the Ministry of 
Armed Forces and MVD-MGB), (c) 
administration and cultural 
measures and organizations, and (d) 
the administration of justice. It should 
be noted that the Communist Party ap- 
paratus which plays an important role 
in the government of the USSR has no 
explicit ties with the budget and may 
be financed outside of the budget. 
D’iachenko estimates that 70 per cent 


ment, 


other 


of social 


of administrative expenditures take the 


form of wage payments.” 
Loan service. This includes interest 
on and retirement of public debt. 
Ministries of Internal Affairs and 
Slate Security (MVD-MGB—formerly 
NKVD). 


the contents of this item. 


Not much is known about 
The prin- 
cipal question with respect to this cate- 
gory is: are the enterprises run by the 
MVD in the budget on a net or gross 
basis? 


33 Tn 1937 investment in munitions industry was 
planned at 2.3 billion rubles as 


billion 
“Soviet National Income... ,” p. 


against total defense 
féf.. 
230). 


expenditures of 17.5 rubles Bergson, 


34 Cf., Bergson, “ Russian Defense I xpenditures,” 
Foreign Affairs, Vol. 26, No. 2, January, 1948. 

soy, p 
nance and Credit in 
1940), p 420 


i hkredit SSSR (Fi- 


(Moscow 


D'iachenko, Finansy 
USSR) 


Leningrad, 
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Expenditure Trends 

Budget expenditures for 1928-29- 
1940 are presented in Table 6. 

The annual increases in budget ex- 
penditures (last row of Table 6) are 
seen to fall roughly into three groups: 
1928-29-1932 with more than a 50 per 
cent increase annually, 1934-36 with 
more than 25 per cent, and 1937-40 
with almost a 15 per cent annual in- 
The years 1933 and 1939 do 
not fit into this classification, the for- 


crease. 


mer being an exceptionally deflationary 
year and the latter being relatively in- 
Three factors are respon- 
(1) 


(price) inflation, (2) an increase in the 


flationary. * 


sible for these increases: cost 
socialized sector of the economy with 
the financing of a greater proportion of 
the nation’s activities by the budget, 
(3) an increase in real national income. 
1937 to 


1940 is due to a slackening in the ef- 


The damped increase from 


fects of (1) and (2); the exceptional 
increase from 1928-29-1932 is due pri- 
marily to the rapid liquidation of pri- 


Dit inalyzing Soviet expenditure data 


are posed arbitrary nature of the controlled 


Soviet: pric tem. Naum Jasny has made a hero 


attempt to overcome some of these difficulties by 


price indexes with a 1926-27 


deflate the 


constructing set. of 
base wit! different items of 
CX ditures a well 4S other elements in the 
Soviet Feonomy During th 


“Soviet Price Sys 


budget 
national output See his 
Plan Era, Stanford, 


tem,” Americe 


1951; and 


Economic Review, December, 1950 


Jasny first 


the latter artic 


pointed out very 
full scope ot the probl m. Jasny’s 


result will not be employed here becaus of this 


. A ee 
writer’s reservations regarding both the usefulness of 


as 7 | 
the 1926-2 price tructure tor Valuing economic 
: ) , 
magnitudes of later Vears when the Soviet economy 
\ 


' 
has been undergoing such 


rapid change and some of 

the statistical techniques employed This is not to 

detract, however, trom th pioneer 
quality. of Mr Jasny’s 
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vate industry and trade in that period 
(i.e., to factor (2) ). 

Total expenditures increased almost 
twentyfold. There is no satisfactory 
method of determining precisely what 
part of this increase was due to price 
rises and what part was due to the ex- 
tended scope of budget operations in 
real terms. However, since the bulk of 
government expenditures were either 
for labor or for commodities with a 
substantial wage-cost component, and 
not subject to large turnover or profits 
taxes, an extremely crude indication of 
the “ real” increase may be obtained by 
using the average annual wage rate as a 
The 


that the real Operations of the budget 


deflator."* calculations indicate 


increased as a minimum by almost 80 
per cent from 1928-29 to 1931, almost 
doubled from 1931 to 1940, for a total 


increase of about three and one half 


times.” ‘This increase is explained, of 
course, by a combination of factors (2) 
and (3) mentioned above. 

The following trends in relative bud- 
get expenditures occurred from 1928- 
29 to 1940. The First Five Year Plan 
period was marked by a sharp increase 
hal 


* Our computations are not upset by the 


of subsidized products because subsidies are 


mong budget expenditur s 


ae 1928-29 1951 

t Expend 
itures 

2) Average Annual 
Wage Rat 
Index 


(1) x 100 


1) Buds 


160.3 264.3 432 

15.7 21.0 24 

4) Index of (3 178.4 238.6 279.5 342.0 
Derived from A. Bergson, A Problem i 

Statisti ’ The Review of Foonomic Statistics, No 

vember, 1947, p. 236 Since the average 

ted for increase 

ductivity which undoubtedly OW 

1940, the derived increase in 


hould be taken a A minin 


wage-rate data ar not adyu 
curred 


budget 
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in expenditures on the national econ- 


omy, particularly industry, at the ex- 


pense of all other categories. This 
trend was reversed from 1933 to 1940: 
expenditures on the national economy 
declined from 65 to 34 per cent, paral- 
leled by a halving in the relative impor- 
tance of all constituent branches with 
the exception of agriculture; *” defense 
increased in relative importance from 3 
to 32 per cent; social and cultural ex- 
penditures increased from 1932 to 1938 
and then declined sharply. It is not 
dithcult to 
The emphasis on investment in heavy 
industry during the First Plan is too 
From 


interpret these changes. 


well-known to need repeating. 
1933 to 1938, defense expenditures in- 
creased at the cost of expenditures on 
the national Soviets 
gradually prepared for the 
which they never ceased to predict 


economy as the 
conflict 
would occur. These preparations did 
not prevent them from making appar- 
ently substantial strides toward the 
Soviet version of the welfare state; the 
relative importance of social and cul- 
tural expenditures rose by 7 percentage 
points. As the war clouds gathered, 
further increases in this category were 
foregone, however, in favor of defense, 
and expenditures on the former de- 
clined § percentage points. These are 
the main trends of the 1930's. 

The very considerable percentage de- 
cline in 1936 in expenditures on the 
national economy and, in particular, in 
industry (where the decline was even 
absolute) was probably due to the 


claimed elimination of subsidies to 


heavy industry by the raising of whole- 
40 The smaller relative decline in agriculture may 
have been due to the inclusion of MTS in the budget 


on a gross basis after 1938. 
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sale prices; '' another factor in the de- 
cline was the large increase in the fi- 
nancing of investment from the re- 
tained profits of industry (9.2. billion 
rubles in 1936 in comparison with 4.5 
billion 1935).* The 


sidies were removed for the double aim 


rubles in sub- 
of enabling the price system to function 
more meaningfully and to increase in- 
centive to efficiency in the subsidized in- 
dustries. Incentives apparently tended 
to lag in subsidized industries because 
of the knowledge on the part of man- 
agers that losses were expected and that 
would be 


subsidies forthcoming to 


cover them. The reasoning with re- 
spect to retained profits was similar. It 
was claimed that enterprises would be 
managed more efhiciently if they were 
made less dependent on the budget and 
more dependent on retained profits for 
the financing of investment. 


Budget expenditures for the period 
1941 to 1952 are shown in Table 7. 

The prewar percentage trends noted 
1941-42 as the 
Soviet economy was converted for total 
In 1942, three-fifths of the bud 


get expenditures were devoted to de- 


above continued in 


war. 


fense; expenditures for the national 


economy and the social and cultural 
cent 


1943 


continued at this high rate, but there 


purposes accounted for 17 per 


each. Defense expenditures in 


after they declined rapidly, accom 


panied by offsetting increases in ex 


411Cf., Baykov, pp. 296-97: 
op. ctt., Pp 


4,76 n 


$2 Calculated by: retained profits 
from Portal 
Grin’ko, Financial Program of the USSR 
Total profits for 
Deductions 


deductions profits in 1938 
from G. I 
for 1936 (Moscow, 1936), p. IS 
1936 from D’iachenko, p 
taken from Tabl 


profits. 


from 


profits 
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No. 3 SOVIET 
penditures on the national economy. 
cultural 
1941 
throughout 


Expenditures on social and 


measures reached a low in and 
then gradually increased 
the war period, owing to a doubling in 
the importance of social security pay- 
ments (mainly pensions) from 1941 to 
1942, and to a steady rise in the subse- 
quent three years in the importance of 
education expenditures. 

The percentage figures for the war 
period must be treated with consider- 
able reserve because of the territorial 
At its peak, the 
encompassed — an 


loss which occurred. 
German occupation 
area which before the war accounted 
for ... 45 per cent of the population, 
33 per cent of the gross output of in- 
dustry, 47 per cent of sown area...” ™' 
The increase in total expenditures from 
1943 to 1944 is partly to be explained 
by Soviet recapture of occupied ter- 
ritory,. 

After the war the trend toward nor- 
malcy continued, and from 1947. to 


1950 the percentage positions in the 


budget of the major expenditure cate- 
gories had become stabilized at approxi- 
mately the positions held in the 1938- 
39 period. A significant exception, of 
course, was social insurance which had 
risen from 1'2 to § per cent of total 
expenditures because of the big increase 
in military pensions paid. 

The large increase in total expendi- 
tures from 1946 to 1947 was probably 


43 NN, Voznesenski, The Econom y of thy 
during World War Il p. 94 Ir 
light of this information that total expenditures in 
1942 hig! 1940. In 


USSR 
surprising in 
actually could be higher than in 


explanation, it appears reasonable to assume that 


costs must have risen considerably and that a much 
larger part of the economic activity of nonoccupied 


Russia. was financed through the budget than 


formerly 
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largely the result of the extraordinary 


increase in the average wage rate in 
September, 1946, designed to compen- 
sate in part for the approximate trip- 
ling of prices of rationed foods in the 
same month.'! The small increase in 
total budget expenditures after 1947 
the effort by 


Soviet authorities to hold the line estab- 


undoubtedly _ retlects 
lished by the currency reform of De- 
cember, 1947 in which the huge re- 
pressed inflation generated in the war 
The 


recent increases in controls over labor 


and prewar years was eliminated. 


and State Bank curbs on wage expendi- 
tures have undoubtedly enabled the 
government to keep wages from rising 
as rapidly as in the prewar period, and 
this has been a major factor in the sta- 
A sec- 
the 
shift, mentioned above, in the distribu- 


bility of budget expenditures. 
ond factor, of course, has been 
tion of the national output toward the 
consumer. This could only have been 
accomplished by cutting back relatively 
eXx- 
Finally, after 1947, there 
was a moderate shift from the budget 


on nonconsumption RON ernment 


penditures. 


to retained profits of enterprises for the 
financing of investment (above). 

In 1949, the Soviets decided to elimi- 
nate budget subsidies to the national 
economy for reasons already mentioned. 
The plan for 1949 called for a decrease 
in subsidies to about one-fifth of the 
1948 level,’ and for their complete 
1950. 
decline of expenditures on the national 
1949 and the absolute as 


elimination jn The percentage 


economy in 


Schwartz Soviet Labor Pol 
Annals, May, 


Wh See Hi 
46 Thi 1949, pp. 79-80 
1 This derived 


Gosudarstvenny: biudzhet p. 43 


magnitude is 
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well as relative declines in expenditures 
on industry and transportation are to 
be explained by this fact,'® as well as by 
the very large increase in investment 
out of retained profits. On the other 
hand, the tremendous planned increase 
in total investment (budget and non- 
budget) in both fixed and working 
capital from 83.3 billion rubles in 1948 
to 129.1 1949 * is 
probably largely a result of the rise in 


billion rubles in 
output prices of investment goods in- 
dustries due to the reduction of sub- 
Analysis of the data for 1950 
and 1951, however, seerns to indicate 
that substantial subsidies are still being 
disbursed to the national economy. 


sidies. 


The defense figure in the budget al- 
ways attracts wide attention because it 
is the only relatively comprehensive 
of the 
De- 
fense expenditures reached a peak, per- 
1942-43, constituting 
three-fifths of total budget expendi- 
tures. They were cut back somewhat 
in 1944 and 1945 and then dropped 
sharply when the war ended. From 
1947 to 1950, defense commanded from 
18 to 20 per cent of total budget ex- 


numerical indicator we have 


scope of the Soviet defense effort. 


centagewise, in 


penditures, the same percentage as in 


1938, but much less than in 1939 
(25.6 per cent) and 1940 (32.5 per 
cent). Moderate increases were regis- 
tered in 1951 (21.8 per cent) and in 
the plan for 1952 (23.9 per cent), 
probably as a result of Korean hostil- 
ities, but the percentage is still less than 


in the last prewar years. It should be 


16 Thid. 


7 Ihid., pp 43-45 
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noted, however, that these recent in- 
creases are probably greater in real than 
in monetary terms because of the de- 
cline, since 1950, in wholesale prices of 
producer goodsgwhich, no doubt, re- 
duced the cost to the Ministry of 
Armed Forces of purchasing military 
equipment. 

The significance of the above figures 
for purposes of international compari- 
sons (e.g., with the United States) is 
difficult to evaluate. The principal 
stumbling block is lack of information 
necessary for the calculation of a mean- 
ingful ruble-dollar exchange ratio for 
defense output.’* Secondly, the Soviet 
defense figure includes only expendi- 
tures by the Ministry of Armed Forces 
and not other economic activities with 
military import, such as investment in 
defense industries. This is true of our 
own defense figures, of course. While 
our total is ascertainable by us, how- 
ever, theirs is not. Finally, it should be 
remembered that a larger part of Soviet 
GNP goes through the budget than is 
true of the United States. Therefore, a 
given fraction of the Soviet budget in- 
volves a greater defense effort in terms 
of national output than the correspond- 
ing fraction of the United States bud- 
get. However, since the Soviet GNP is 
much smaller than that of the United 
States, a given fraction of the United 
States GNP will provide a larger abso- 
lute defense output than the same frac- 
tion of Soviet GNP. 
are usually made in these terms, the 
above relationships should be kept in 
mind. 


Since comparisons 


48 For a detailed statement see Bergson, 


“ Russian Defense Expenditures,” passim. 


more 
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TABLE 8 


Sovier BupGeT: SURPLUSES AND DeFIcITs 


(Billions of rubles) 


1928-29 1929-30 


1931 1932 
Surplus or defi- 


eit 6 0 
Per cent of total 
rece pts 3 0 


1942 1944 


Surplus or deti- 


C16 (=)i siccaes 17.8 
Per cent of total 


receipts 6.0 IOS -36 


THE BUDGETARY IMBALANCE 


Success or failure of Soviet budgetary 
policy cannot be judged by observing 
the budget accounts in isolation. As 
noted, the budget is but one, albeit the 
most important quantitatively, of sev- 
eral elements in the Soviet financial sys- 
tem. Since all other elements reflect 
official Soviet policy as much as does the 
budget, it is not too meaningful to as- 
One 


can only pronounce judgment on Soviet 


sess separate policies in isolation. 


financial planning as a whole; and to do 
this in any detail is, of course, beyond 
the scope of the present paper.” 

From the data presented in Table 8, 
it seems quite clear that the budget has 
been selected by the Soviet authorities 
to wield a deflationary influence on the 
With the exception of the 
first three years of World War II, when 
substantial deficits were incurred, bud- 


get surpluses have been the rule.” 


economy. 


d 
studied in detail in Ch. 2 
1940) and Ch. 9 (after 1940) of Holzman, Soviet 
Taxation. 


the 


ot 
(before 


49 Soviet financial policy and the history 


Soviet inflation is 


r, ? ‘ ; 
“% This is even true of 1928-29 and 1932, 


of 


though 


rounding of figures gives the appearance precise 


budgetary balance. 


1933 


9.3 


1945 


3A 


Ll 


1934 1935 1936 1940 


14 #19 31 58 


5.1 19 20 28 3.2 


1946 1947 1948 1949 1951 1952 (Plan) 


79 247 26.7 


64 97 

These surpluses may be explained in 
part by the Soviet practice of including 
income from sales of government bonds 
as a regular item of budget revenue 
along with tax receipts. This is quite 
appropriate to the Soviet budget, how- 
ever, because purchases of these bonds 
occur under circumstances which take 
on more of the characteristics of a tax 
payment than of a truly voluntary pur- 
chase of government bonds in the west- 
ern sense”! 

Apparently the budgetary surpluses 
achieved were not sufficiently deflation- 
ary to offset inflationary pressures from 
other sources for, as is well-known, the 
Soviet experienced rising cost and price 
levels from 1928 until the currency re- 
form of December, 1947." 
cipal source of inflation appears to have 


The prin- 


been the short-term loans of the State 


Bank which finance a substantial por- 


tion of the working capital require- 
ments of state enterprises and organiza- 


5 This 
Taxation, 


position is defended at length in Soviet 


52 Cf., 
Stanford, 


7 he 


Naum 


1951, 


Jasny, Soviet Price 


pa 


System, 


im 
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To the extent that the volume 
of new the 
budget surplus (which is deposited in 
the State Bank) in any given period of 
time, new currency is placed in circu- 
* And throughout the thirties 
currency in circulation increased fairly 


tions. 
short-term loans exceeds 


lation.” 


rapidly—about eightfold from 1928 to 
1940. It is clear, ex post, that this in- 
crease in circulating currency was in- 
compatible with price stability in the 
prewar period.” 

The period was not consistently in- 
flationary, however, in terms of re- 
pressed inflation in the market for con- 
sumer goods. 
inflation in the Soviet Union is indi- 


The degree of repressed 


cated roughly by the spread between 
prices in the state and cooperative stores 
(which are controlled) and prices in the 
collective farm markets (which are set 
freely by demand and supply). Elimi- 
nation of repressed inflation has usually 
taken the form of rising prices of con- 
sumer goods because, as we have seen, 
commodity taxation is the predominant 
form of budgetary levy. The Soviets 
have always preferred open to repressed 
inflation because it eliminates the need 
for rationing and makes possible, with 
free 
market distribution of consumer goods. 


its many obvious advantages, 
For this reason, the elimination (pre- 
vention) of repressed inflation can be 
taken as one of the major goals of 


Soviet fiscal policy (to the extent that 


fiscal and monetary policy can be sepa- 
rated). 


na We 


elements in the national financial balance sheet. 


abstract here from other, Jess important 


‘4 This is very ably demonstrated by Prof. Ray 


mond P. Powell in his unpublished doctoral disserta 
Policy, University of Cali 


tion (Soviet Monetary 


fornia, 1982). 
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The spread between state and collec- 
tive farm market prices increased rap- 
idly from 1928 to 1932.” In 1933, 
prices in the collective farm markets 
declined by 30 to 50 per cent,” and 
this decline continued until 1937 when 
repressed inflation appears to have been 
eliminated. A spread between state 
and collective farm market prices de- 
veloped again in 1939; ° 
whether repressed inflation increased in 
1940 or was released (eliminated) by 
the succession of price (tax) increases 


oe 


Ss 


it is not clear 


in state stores. 

Looking now at the budget surplus 
figures presented in Table 8, I think it 
is significant that the years of small 
budget surpluses were in most instances 
years of increasing repressed inflation, 
and large surpluses coincided with de- 
clining repressed inflation.” The cor- 
respondence is not precise, of course, 
because of variations in other elements 
in the financial plan—for example, the 
volume of short-term loans. 

As is well-known, repressed inflation 
was generated at an unprecedented rate 
during the war years, and prices in the 

5M. M. 


torgovli 


Lkonomiki 
Soviet Trade 


Lifits ovetskoi 


(Economics of 


(editor), 
Moscow, 
1950, p. 319. 


“6 Turetsku, “ Puti 


Planning), Planovoe khoziaistrvo (Planne 
1936, No. 3, p. 130. 


planirovaniia Price 


| Economy), 
57 Lifits, op. cit., p. 319; 
133, E36. 


Turetskii, Ip » pp. 


58 Kravis and Mintzes report a spread of 78 per 
cent for selected food products on January 1, 1940. 
Union, 1936-50,” Re- 
and Statistics, May, 


("Food Prices in the Soviet 
view of Economics 


165.) 
OO Te 


billion rubles, was planned for 1941, quite possibly 


1950, p 


should be noted that a large surplus, 6.3 


as an offset to the newly developed repressed infla- 
tion. Outbreak of war, of course, changed the sur- 


plus into a substantial deficit. 
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collective farm markets are ofhcially re- 
ported to have reached in 1943 about 
thirteen times their 1940 level.” War- 
time repressed inflation was reduced 
somewhat by 1947, and presumably it 


was eliminated by the currency reform 
of December, 1947."' 


the Soviets appear to have held the line 


Since the reform, 


not only against repressed inflation, but 
against cost and price inflation as well. 
The large budget surpluses accumulated 
in 1948 (9.7 per cent) and 1949 (5.7 
per cent) may be responsible in part, 
though to a considerable extent these 
surpluses (as well as those of 1946 [5.5 
per cent] and 1947 [6.4 per cent]) 
simply served to offset the enlarged 
functions and short-term credit opera- 
tions of the State Bank. One Soviet 
writer says: 


In the postwar years, even more than be- 
fore the war, temporarily free funds of 
the budget are used to extend short-term 
The 1949 bud- 
get provides for an excess of receipts over 
This 


not only strengthens monetary circula- 


credit to the economy. 


expenditures of 30.7 billion rubles. 


6 Voznesensky, 


op. CHF s, Pp 6 


61Cf., Paul Baran, 
USSR.” Hartard Busine 


Reform in the 
, March, 1948 


“ Currency 


Retin 
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tion but serves as a most important 
source of extension of short-term credit 


to the economy.” 
The 1950 
small, only 2.2 per cent of total re- 


and the 1951 
planned at only 1.6 per cent of receipts. 


surplus was relatively 


ceipts; surplus was 
Possibly repressed inflation was begin- 
ning to develop again; at any rate, a 
policy change occurred during 1951, 
and the actual surplus accumulated in 
1951 as well as the planned surplus for 
1952 were both quite large, §.7 and 6.2 
per cent, respectively. 

Fiscal policies have, however, played 
only a secondary role in the achieve- 
ment of postwar price stability (ac- 
tually declining prices). Principal 
credit must be assigned to measures 
which have served to reduce (elimi- 
Soviet 
which lie in the fields of direct labor 


nate ) cost’ inflation—measures 
controls and State Bank control over 
wage expenditures (which has reduced 
excess demand in the labor markets). 
Discussion of these measures and their 
impact on the Soviet economy is under- 


taken elsewhere.”* 


§2 Plotnikov, Prarda, May 18, 1949. 


63 Holzman, Soviet Taxation, Ch. 2 and 9. 





FEDERAL INCOME TAXATION OF FRINGE BENE- 
KITS: A SPECIFIC PROPOSAL * 


JOSEPH H,. GUTTENTAG, EF. 


i I, USE OF fringe benefits to aug- 
ment wages and salaries has greatly 
increased in recent years, and this in- 
generated a substantial 


crease has 


amount of controversy as to the tax- 


ability of some types of fringe benefits 
under the federal income tax statute.' 
This paper is confined to one trouble- 


some group of benefits, those which are 
generally given in some form other 
than cash. The term, “ fringe bene- 
fits,” is commonly used to define a 
broader group of payments, but some 
of these, for example, cash payments 
for unworked periods and_ incentive 
awards, are clearly taxable, while 
others, like stock options and annuities, 
have already received specific statutory 


treatment.” 
* This paper was initially prepared for a seminar 


School of 


University for 


on taxation conducted in the Graduate 
Public 
students from the Law School, Graduate School of 
Eco- 
nomics The authors are indebted to Herbert C. 
Klein, David C. Walter S. Roths- 


child for their help in preparing this paper. The 


Administration of Harvard 


Business Administration, and Department of 


Rothman, and 


use of papers prepared by Frank F. A. Sander, and 
ilo Shadle was also greatly appreciated. 

Milo Shadl lso greatly apy ted 

individuals are all 


The authors and the above 


graduates of the Harvard Law School. 


1 See, “Tax Treatment of 
tion in Kind,” California Lau 
(1949), p. 


and 27 infra. 


Kletzing, Compensa- 


Revie u, Vol. 37, 


628; also articles cited in fn. 3, 6, 8, 


“In addition little attention Was given to those 
fringe benefits given to groups for whom a policy of 
nontaxability has already been adopted, e.g., INT. 
REV. CODE § 22(b) (6) 
U. S. Treas. Reg. 111, § 29.22 (a)-3 


icemen). 


(ministers’ dwellings) ; 


(1943) 


(serv- 


DEANE LEONARD, AND WILLIAM Y. RODEWALD 


The plan of this paper is to discuss 
first the reasons which have been ad- 
vanced for and against taxing any non- 
cash fringe benefits. Then on the as- 
sumption that it is desirable to tax some, 
but not all, of these benefits, criteria are 
suggested for determining which benefits 
should be taxed and how they should be 
valued. Specifically, the following 
areas are considered: housing, room, and 
meals; health and medical benefits, in- 
cluding insurance; employee discounts; 
educational and recreational benefits; 
and employer-provided commuting fa- 
cilities. 

In this discussion we hope to show 
that a scheme of taxation should be and 
can be evolved for many non-cash bene- 
fits. We do not necessarily hold that 
each of the following proposals would 
prove practicable on detailed examina- 
tion, but we do believe that an attempt 
the 
proposals will simplify the task of 


to reduce discussion to concrete 
drawing a workable dividing line be- 
tween taxable and nontaxable fringe 
benefits. That is the main objective of 
this paper. 

At the outset, however, it should also 
be pointed out that increased utiliza- 
tion of fringe benefits has been caused 
mainly by nontax considerations. In 
some instances, benefits result 
from the “increased social conscious- 
ness of both labor and management ”; * 


3 Murdoch, Other Than Cash.” 
Paper presented before the Taxation Section of the 
York, Sept. 18, 


these 


“ Compensation 


American Bar Association, New 


1951. 
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more often, they represent a recognition 
by management that such benetits ad- 
vance productivity in much the same 
manner as a modern factory or a more 
operated 
morale is raised, employee health is 
benefited and absenteeism reduced, and 
labor-management relationships are im- 
proved. 


which recognizes the compensatory na- 


easily machine. Employee 


Stull another motive, and one 


ture of these benefits, is the desire to 
avoid the strictures of wage stabiliza- 
tion programs to which cash payments 
Whatever the 
motive, however, fringe benefits now 
have reached a volume where federal in- 
come tax 
ignored. 


are more clearly subject. 


consequences can not be 

To a large extent non-cash compensa- 
tion has escaped federal income taxa- 
tion,’ although the basic formula given 
by the Treasury Regulation specitically 
states, “If services are paid for with 
something other than money, the fair 
market value of the thing received in 
payment is the amount to be included 
® In all probability this 
regulation has not been more widely 


in income.” 


observed for several reasons: a lack of 
awareness of the extent of these fringe 
benefits and therefore of their potential 
revenue consequences; a general but 
often that these 


irrational “ feeling ” 


benefits should not be taxed; and, per- 
haps, a lack of competent guides to 
valuation in this area. 


The amount of revenue now to be 
derived by taxing fringe benefits is sub- 
stantial and is increasing yearly.” With 

* See, U. S. Reg. 111, & 


(1943); Letter ruling dated Aug. 26, 1943, 
1943 FED. TAX SERV. Par. 66,294. 


29.22 (a) -3 


4P-H 


Treas. 


5U. §. Treas. Reg. 111, $29.22(a)-3 (1943). 


6 It has been estimated, for example, that in 195 es 


the employer contribution to group insurance plans 


continuing high tax rates, it is fair to 
assume that tax consequences will be- 
come more important as a motivation 
for extending such benefits. Moreover, 
it would appear that the taxing author- 
ities may well be in a position where 
they can either act now or effectively 
be foreclosed in the future when the 
practice of not taxing fringe benefits is 
even more firmly established and any 
attempt to tax such benefits would be 
bitterly resisted. 

The government, however, is inter- 
ested not merely in potential revenue, 
although this is important, but also in 
maintaining as far as possible a taxing 
program which is in fact equitable and 
appears so to the taxpayer. The latter 
objective is particularly important, since 
federal income taxation today is largely 
self-administered and dependent for its 
success on the good-will of employees 
who pay the tax and employers who, in 
most situations, withhold it. Any in- 
equity 1S, therefore, a potential threat 
to the operation of the system. 

In our opinion, a major inequity ex- 
ists at present in the nontaxability of 
fringe benefits. Under the present tax 
situation, the employee who receives his 
entire compensation in cash pays a 
higher tax than the employee who re- 
ceives the same amount of compensa- 
tion but partly in the form of fringe 
benefits. 
often exist between the employee in 


Discrepancies of this kind 
large and generally unionized industries 


amounted to $900,000,000, and to health and 
additional $37 
proportionate increases since 


340°; 


alone 
These 


1946 


welfare plans an 3,000,000 


figures represent 
of about 200% and respectively; with these 
figures can be compared the contribution of $1,768,- 


000,000 to private pension plans, 


which increased only 
Bittker, “ The Individual 
in Flecenth Annual Institute on 
Federal Taxation (New York University 
1147, 1157 


108% in the same period 
is Wage Earner,” 


1953) pp- 
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and the employee in small business. 
Moreover, the difference often turns on 
matters of mere form. Certainly an 
employee making $40 a week and pay- 
ing $4 a week rent to his employer 
$40 if his 
neighbor working for another employer 


should not be taxed on 
and making $36 a week and receiving 
rent worth $4 a week is taxed on only 
$36. 

This type of inequity is not generally 
recognized, however, and as a_ result 
there has been little pressure for reform. 
On the contrary, the charge of inequity 
has come from those who would bear the 


Mr. Arthur 
Goldberg, general counsel for the CIO, 


burden of any extra tax. 


has argued strongly that many of the 
fringe benefits are not compensation 
and therefore not income, but merely 
“conditions of employment.” > In his 
view, Compensation is payment which 
is (1) given in exchange for and in pro- 
portion to services rendered and is (2) 
available to be Spent by the employee at 
Although it may be 
granted that compensation must be de- 


his discretion. 


fined as payment for services rendered, 
there is no obvious need for the amount 
of taxable compensation to be corre- 
lated the 
Bonuses, for example, are taxed whether 


with amount of service. 


or not they are given in proportion to 
the amount of services rendered by em- 


“Tt will be noticed that, even if this inequity as 


eliminated, the present disparity in’ treatment be 


\ 
tween the home owner and the renter will continue. 
income” from 


Schedule “A” 
| 


Cf. British tax on “imputed tent 


home owned by taxpayer, Forbes, 


Tax (1939) This, however, is beyond the scope of 


this paper 


Other Than Cash.” 
Faxation Section of the 


New York, Sept. 18, 


* Goldberg, ‘ Compensation 


Paper presented before the 
American Bar Association, 


1951 
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which Mr. 
employees 


ployees. The second test 
Goldberg suggests, that 
should have discretionary control over 
the use of compensation, would seem to 
have more bearing on the question of 
valuation than on that of taxability. 
There is some validity in the argument, 
however, in that there is no clear line of 
demarcation between compensation and 
conditions of employment, although 
there is certainly an intuitive difference. 
Not all that is literally income should 
be taxed as such. In each case, objec- 
tive equity is not enough; the taxpayer- 
employee’s concept of “ equity ”’ is also 
important. 

A corollary to the argument made by 
Mr. Goldberg can colloquially be called 
the “ go easy on the small taxpayer ” 
attitude. This point of view invokes 
general sympathy, but it ignores certain 
basic facts: the amount due from tax- 
payers at each income level has been set 


by Congress; higher taxes that would 


result from taxing fringe benefits are 
the statute; 
fringe benefits are being given increas- 


consistent with present 


ingly to persons in the middle and 
upper as well as in the lower tax brack- 
ets; and, finally, not all taxpayers in any 


class receive compensation in this form.” 

The administrative difficulties which 
face the employer in some of these 
areas, and indeed the difficulty facing 
the Bureau in deciding which of these 
benefits should be taxed, have caused 


“Mr. Goldberg's argument should be compared to 
that of Mr. Simons, who also urges that these bene- 
fits not be taxed. He contends that, since they are 
giver. at each income level approximately in propor- 
tion to income, but given mainly to the lower in 
come levels, the benefits if nontaxable merely pro 
rate. 


Chi- 


duce a stiffer progressive jump in the tax 


Simons, Henry C., Personal Income Taxation, 


cago: Univ. of Chicago Press, 1938) p. 124. 
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some to contend that all non-cash fringe 
benefits While 
there are admitted difhculties, we be- 
lieve that it is not impossible to draw 
dividing lines between benefits which 
should be taxed and those which should 


should be taxfree. 


not; nor is it necessary to conclude that, 
if a particular benefit is to be taxed, 
taxation must be on an “ all or noth- 
ing” basis insofar as the value of the 
benefit is concerned.'’ Discounts for 


lack of and 


amounts are available 
1 


choice low arbitrary 
valuation de- 
vices. 

On balance, it would appear that the 
arguments which seek to prove that 
fringe benefits should not be taxed are 
not persuasive; to the extent that they 
have validity, they argue merely that 
not all benefits should be taxed. The 
problem then is to establish criteria by 
which the line between taxability and 


nontaxability can be drawn. 


BASIC CRITERIA AS TO TAXABILITY 

The criteria which we have adopted 
are discussed below, roughly in order of 
their importance; in order to round out 
the discussion we also have mentioned 
criteria which were rejected and our 
Not all of the 
acceptable criteria will be applicable to 


reasons for doing so. 


any given benefit, nor in most cases will 
any one offer a conclusive test of tax- 
ability. With respect to the valuation 
problem, we believe that these same 


10 The present Regulations seem to be based on a 
contrary assumption. If furnished meals or lodging 


are deemed solely for the “ convenience of the em 


they are nontaxable; if 


ployer,” not, they are taxed 
at full “market value.” U. §S. Treas. Re. 111, 


$ 29.22(a)-3 (1943) See p. 257, infra 


11 Such a discount has been employed in compar 
able state unemployment compensation 
See 2 CCH CALIF. UNEMPLOYMENT 
ANCE SERVICE, Par. 5,162. 


Situations 


INSUR 


FRINGE BENEFITS 253 


criteria, in general, should be used in 
determining how taxable benetits should 
be valued. 
A. Criteria Accepted 

(1) Administrative feasibility of col- 
lecting tax, One of the most impor- 
tant factors to be considered in any in- 
dividual case is the administrative feasi- 
There are 
two types of administrative difhculties 
which may render an item nontaxable. 


bility of collecting the tax. 


In rare instances, the type of benefit 
may be such that no satisfactory divid- 
ing line can be drawn,'* although some 
items clearly should be nontaxable and 
others taxable. More often, a theoreti- 
cally satisfactory dividing line cannot 
be applied because the employer would 
be unable to ascertain the required 
values or equitably allocate the amounts 
among employees.'* In other instances 
the amount involved is so slight that, 
although a value can be ascertained, the 
expenses which the employer would in- 
cur in valuing the benefit would be 
grossly disproportionate. 


(2) Amount of additional revenue 
expected. 


lated to the preceding test. 


This criterion is closely re- 


If the cost 


of administering a taxing program, 
from the points of view of both the 
employer and the government, is such 
that the revenue collected would not 
warrant the administrative inconveni- 
ence, and if no important equitable 
involved, a_ benefit 
should not be taxed. In 


considerations are 


many cases, 
objections based on this factor can be 
reduced through the use of minimum 


figures. 


12 See, certain educational benefits, P 70 antra 


13 See, parking lots, p. 269 infra 
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(3) Extent to which the benefit ap- 
Although there is 
no set line which can be drawn between 


pears to compensate. 


compensation and conditions of em- 
ployment, and arguably there is no 
noncompensatory fringe benefit, there 
remains the consideration that a tax 
program should not only be fair but 
should also appear fair to those who are 
taxed. The latter requirement is most 
clearly met where the benefit is readily 
The 


nearer the benefit comes to the category 


; ate 
recognizable as compensation.'' 


of mere condition of employment, the 
less likelihood there is that it should be 
taxed. Lighting and Muzak, for ex- 
ample, clearly should not be taxed. 

(4) Extent to which the employee 
has a right to the benefit. 
stances where a tax is to be imposed on 


In those in- 


the value of protection received by em- 
ployees or on an expectancy, rather 
than on the receipt of an immediate 
tangible benefit, there should be no tax 
in the absence of definite assurance that 
the employee will in fact get the bene- 
fit. In and medical 
benefits, for example, where the grant 


cases of health 


of benefits is left to the discretion of 
the employer or the union, no tax 
should be imposed before receipt, even 
if there is a probability that the benefit 
will be provided. 

(5) Extent to which there is dis- 
crimination in favor of certain em- 
ployees. When takes the 
form of special privileges for higher 


the benefit 


salaried executives, such as the use of 
company yachts, airplanes, or special 
living quarters, there seems to be a cor- 

MW Recognition of this is found in current Bureau 
practice, which treats as definitely taxable meals and 


compensatory, though 
Mim. 6472, 


: re 
lodging which are considered 

1 ' a 
convemence of the employer. 


BULL. 15 


for the “ 
1950-1 CUM 
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relation between the level of cash com- 
pensation and the value of the benefit. 
If the yacht were generally available to 
all employees, there would be less in- 
centive to tax under this criterion. 

(6) Extent to which the benefit is 
actually or potentially a substitute for 
an expense which would otherwise have 
been incurred by the employee. Under 
this test, meals would be more likely to 
be considered compensation than lodg- 
ing,'’ which often represents merely an 
unsought duplication of existing facil- 
ities of the employee. Similarly, if the 
benefit is a substitute for a necessity 
rather than a luxury, it has a greater 
A closely 
related point is the extent to which the 
benefit is a substitute for what other- 
wise would have been a lesser expense; 


appearance of compensation. 


this consideration, however, would ap- 
pear to affect the problem of valuation 
more directly than the question of 
compensation per se. A one dollar free 
lunch, for example, could be treated as 
compensation even though the em- 
ployee would otherwise have spent only 


fifty cents on his lunch, but probably 


the amount of compensation actually 
received should be deemed to be only 
the fifty cents actually saved. 
when the provision of a fringe benefit 


Even 


does not result in cash savings, however, 
taxation may be appropriate, as when 
insurance is provided which is of value 
to an employee, although he might not 
have purchased it on his own initiative. 

(7) Extent to which a correspond- 
ing deduction would be available to the 
employee if the income is taxed to him. 
If, because of an offsetting allowable 
deduction, no tax would be paid by an 
employee for a benefit paid in cash, 


15 See pp. 10-11 infra. 
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there would seem to be no reason to as- 
cribe taxable income to him when the 
benefit is furnished directly by the em- 
ployer."° An example of this occurs 
when the employer lends money to an 
employee without requiring the pay- 
ment of interest. 


(8) Extent to which nontaxability 
is desirable from the stand point of pub- 
lic policy. 
policy reasons to the contrary, all items 
of income should be taxed at the rates 
set by Congress. It has been urged that 
the government should not discourage 


In the absence of strong 


socially beneficial plans by taxing them. 
As a general rule, however, tax exemp- 
tions should not be used as a method of 
subsidization. First, the use of the tax 
law for subsidization results in danger- 
ous inequities. Second, indirect sub- 
sidization through the use of the tax 
law does not have the flexibility or the 
reasoned application which direct sub- 


Third, such 


subsidization presents decisions of pol- 


sidization would permit. 


icy which should be reserved for Con- 
gress. In certain areas, however, where 
nontaxability is indicated by other fac- 
tors, the public policy which is thereby 
fostered is a legitimate, though not a 
sufficient, consideration.’ — Similarly, 
public policy may indicate that no tax- 
ability should result where there is little 


cost to the employer, the benefit arising 


rather from group cooperation, as in 


many company sponsored recreational 
It should be emphasized, 
however, that the important considera- 


activities. 


tion is the presence of cooperation 
rather than the absence of cost to the 
employer. 


5) 


16 See credit, Pp. <65 ifr 


17 See moving expenses 
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(9) Extent to which employer and 
employee benefits income. 
Generally, the motivation of the em- 
ployer or the attitude of the employee 
should not determine whether or not 
taxability results; in some instances, 


consider 


however, some benefits might be con- 
sidered nontaxable solely because of the 
possible effect on the taxing system if 
enough employee resistance were likely 
to result. It should be noted, however, 
that if both employer and employee 
consider benefits to be compensation, it 
is strong evidence that such _ benefits 
should be taxed. 
B. Criteria Rejected 

(1) Extent to which the benefit has 
a fair market value. The Regulations 
speak in “fair market 
value,’ '* but can scarcely be inter- 
preted as meaning salability; this inter- 
pretation would make the rest of the 


terms of 


18 


Regulation dealing with non-cash com- 
pensation meaningless, as the Regulation 
speaks specifically of taxing meals and 
lodging, and these are only rarely 
salable.'” 

(2) Extent to which the cost of the 
benefit is deductible by the employer. 
The inefficacy of this test is demon- 
strated by the fact that almost all the 
costs of fringe benefits can be deducted 
by the employer. Moreover, in some 
cases income clearly results even though 
there is no additional cost to the em- 
ployer. 

(3) Extent to which the benefit is 
offered to the public at a cash differ- 
ential. f 


The presence of a sale to the 


. 
ISU. S. Treas. Reg. 111, $ 29.22(a)-3 (1943) 


On ‘ 
19 Bue cf 


834, 836 


Van Rosen v. Commissioner, 17 T. € 
(1951) (basis of “convenience of em 
ployer ”* test dk lared to | that 
could take ippropriate, use 


rding to h f n ¢ tat 


employee received 


7 nothing he ind expe nd 
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public at a higher figure than that at 
which a benefit or privilege is offered to 
an employee may afford a convenient 
measure of valuation, but the absence 
of such a yardstick should not preclude 
taxation of the item.*’ Similar treat- 
ment should be given to stipulations in 
collective bargaining agreements which 
provide wage differentials for employees 
unable to take advantage of the bene- 
fits offered; the absence of such a stipu- 
lation should not prevent taxation,”' 
but the presence of such a provision 
may furnish a basis for valuation in 
some instances and, indeed, may often 
indicate the compensable character of 
the benefit. 

(4) Extent to which the benefit was 
bargained for either individually or col- 
lectively. 
for, it looks more like compensation 


If the benefit is bargained 


and lends itself more easily to taxation. 
This criterion, however, affords little 
aid in determining taxability, because 
conditions of employment such as 
washrooms and lighting are similarly 
bargained for. It should be noted that 
the unions who contend that non-cash 
fringe benefits are mere conditions of 
employment often report the successful 
negotiation of benefit provisions to 
their members in terms of a cash hourly 
equivalent.” 

(5) Extent to which the benefit is 


At least four states 


required by law. 
presently require health and welfare 


benefits other than workmen’s compen- 


“0 But cf. Mim. 6472, 1950-1 CUM. BULL. 1° 


“I But cf 
P-HL 1981 
Ruling dated Dee. 5, 
SERV. Par. 76,207. 


Special Ruling dated Nov. 3, 1950, 4 
FED. TAX SERV. Par. 76,174; Special 
1951, 4 P-HE 1952 PED. PAX 


“2 Business Week, Jun 1951, pp. 34-36 
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sation,-’ and indications are that other 


states will follow. Since taxation de- 
pends on the employer-employee rela- 
tionship, the fact that the employer 
must provide the benefit is irrelevant 
except to the extent that it indicates 
that the employee's rights are nonfor- 
feitable.*! 

(6) Extent to which the employee 
has free choice as to the form or ty pe of 
benefit he receives. The absence of free 
choice does not indicate nontaxability,”° 
although a wider range of choice makes 
The extent 
to which this factor will be important 


the benefit more valuable. 


in valuation will depend on how im- 
portant personal choice is in the form 
of the benefit. 


SPECIFIC FRINGE BENEFITS 


These criteria having been established, 
the important job remains of applying 
them to specific types of fringe benefits. 
As indicated earlier, this is often ex- 
tremely difficult, and differences of 
opinion are inevitable. We hope to 
show, however, that a workable scheme 
of taxation can be evolved, and for this 
reason, we have perhaps presented con- 
clusions in an overly-dogmatic manner. 
The objective, however, is not neces- 
sarily to urge that these particular con- 
clusions be reached, but to invite similar 
investigation by the Bureau and by 
others interested in the problem. 

“3 National Industrial Conference Board, Studies in 


Personnel Policy No. 112 
Plans (1951). 


Company Group Insurance 


' 


“41Tf a state should furnish the benefits and 
employers on a payroll basis, nontaxability might 


indic ated. 


“=> But cf. U. S. Treas. Reg. 111, $29.22 


(1943), which incorporates the “ convenience ¢ 


employer” test. 
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A. Housing, Room, and Meals 


Probably the most familiar type of 
non-cash compensation is the giving of 
room and board to farm workers, hotel 
employees, domestics, and others as part 
payment for work. At present these 
payments are taxed in accordance with 
§ 29.22 (a) -3, 


Regulation 111, which 


provides: 


If a 


for services rendered a salary and in ad- 


person receives as compensation 


dition thereto living quarters, the value 
to such person of the quarters and meals 
so furnished constitutes income subject 


to tax. If, however, living quarters or 


meals are furnished to employees for the 
convenience of the employer, the value 
thereof need not be computed and added 
to the compensation otherwise received 


by the employee. 


The “convenience of the employer” 
test, which first appeared in the Regu- 
lations in 1918, has recently been re- 


examined and construed narrowly.*" 


At present it is evidently not to be em- 
ployed in cases where living quarters 


and meals constitute ‘ compensation 


for services rendered.” ** No definite 


“6 Mim. 6472, 1950-1 CUM. BULL. 15. 


27 This, according to the Bureau, does not repr 


sent a change in the Regulations but merely un 


1 1 1 ' 
elaboration on them; however, this does not explain 


} 
the reference in the Regulations compensatio 
Professor Bittker 

' 
more narrowly 


} 
t 


‘otherwise received 
1 | 
preted the change than 3s 


ited, contending iat tl Sureau 4s 


| 

nouncing that only in the situation 
' | 

are facts afhrmatively showing compen 

Bittker, op. cit. supra fi 

Jarker, as Non-€ ish Fringe 

Paper presented be 


Taxation Section of the American Bar As 
York, Sept. 18, 1951 


will there be taxability 


1149-50 But cf 


Jenefits and the Commissioner.” 


6, pp 


fore the 


sociation, New 
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standard, however, has been laid down 
as to the actual valuation of the bene- 
fits to be taxed, and those valuations 
which have been made have been on a 
case-by-case basis. 

This 


clearly taxable under the criteria con- 


type of benefit seems to be 
sidered; the amount of potential rev- 
enue is considerable, the tax is adminis- 
tratively feasible, and the benefits are 
often clearly considered to be compen- 
sation by the employers and the em- 
ployees. There are, however, difficulties 
of the 


these can be avoided if a difference is 


in’ valuation items. Some of 
recognized between situations in which 
an employee is given rent-free housing 
of a type suthcient to allow family 
habitation and those in which he is pro- 
The 


latter are largely low-income phenom- 


vided merely with free room. 


ena, but the former, for example, are 
given to both highly-paid executives 
and railroad workers. Moreover, hous- 
ing if provided is less likely to be 
merely a duplication of already existing 
facilities of the employee. This sug- 
gests that the two types of accommoda- 
tions should be valued differently for 
tax purposes.” 
(1) Housing. 
ficulties in 


One of the main dif- 
developing a valuation 
formula for free housing is the problem 


of determining the amount of rent that 


employees otherwise would have spent, 
If it is assumed, as is generally true, that 
rent payments are correlated with in- 


come, this problem can be overcome by 
relating the value of housing directly 


“8 Nebraska and Nevada recognize such a distis 
CCH NEB. UNEMPLOYMENT INS 

5,002; 5 CCH NEV. UNEMPLOY 
INS. SERV. Par. 5,101A 


tion. 
SERV. Par 
MENI 
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to the income of the employee.’ Fig- 
ures for the average amounts paid for 
rent at various income levels can be ob- 
tained * and the relationship computed 
income less rent” 


between “ average 


and “average rent” at each of these 
levels. Thus, a table could be compiled 
giving the amount of taxable rent to be 
reported by recipients of this type of 
benefit at cach income level. For ex- 
ample, if the average rent for a man 
making $5,000 is $500, it can generally 
be inferred that a man making $4,500 
with free rent is in about the same posi- 


tion as the average man making $5,000 


and paying rent, and therefore that he 


should report $500 additional income 
because of rent. This figure probably 
should be adjusted to take into account 
the lack of free choice and the arbitrary 
nature of the valuation. This could be 
done by incorporating a discount fac- 
tor, for example 25 per cent, in the 
table."! 

Pegging rent valuation to income in 
difhi- 


An average figure obviously 


this manner will cause certain 
culties, 
cannot take account of the range of in- 


dividuals’ tastes. If a discount factor 


“9 Several states have recognized this criterion in 
their taxation of unemployment compensation. See 
3 CCH. FLA. UNEMPLOYMENT INS. SERV. Par. 
1,215.01; 4 CCH MICH. UNEMPLOYMENT INS. 
SERV. Par. 5,012; 5 CCH N. H. UNEMPLOY 
MENT INS. SERV. Par. 5,303. See also “ New 
Housing,” Monthly Labor Review, Vol. 73, 


(1951), pp. 657, 661. 


Rental 


3 
oY Figures such as 


Review, Vol. 62, (1946), p 
calculation. See also Ruark, “ Sur 
Monthly 


Monthly 


} 
mizht serve as 


those provided in 


Labor 2 


a basis for this 
1950,” 


Consumer Expenditures in 


Vol. 75, (1952), p. 125. 
ol A should be 
higher than at the lower income level, as the prob- 


is thac a higher-in 


vey of 


Labor Review, 


higher percentage taken at the 


ability ome employee with rent 


supplied will receive facilities better than those in 


his income group; but in all cases some discount 


should be allowed for lack of free choice 
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were allowed, however, any difference 
between what the individual might have 
spent in the absence of free housing and 
the amount attributed to him would 
usually redound to his favor. Finally, 
a procedure should be set up for hard- 
ship cases under which an employee 
could obtain an individual valuation by 
the Commissioner, who would then be 
free to disregard the tabular figure. 

In practice it would be necessary to 
have the employer compute the amount 
of income, and this presents another 
difficulty. Only employment-connected 
income with which the employer is 
familiar could be used in determining 
the employee’s rent. This would, of 
course, include salary and wage pay- 
ments, and could probably be defined 
to include tips and other employment- 
connected gratuities.” It would not 
include income from a spouse, from an- 
other job, or from investments. Thus 
any discrepancy caused by disregarding 
supplementary income would be in the 
employee’s favor. The opposite prob- 
lem would exist for an employee who 
rented one house and was given the use 
of a second rent-free as partial compen- 
sation for employment. In that case, 
the 
the 
not 


income to be used in determining 
value of the compensation should 
be reduced because of the cost of 
renting the first the 
house is, by definition, habitable by a 


house; second 
family of two or more and potentially 
for the first house. It 
should not escape taxation, either en- 


a substitute 


tirely or partially. 


29 6 . 
32 Probably the amount of the income used as the 


basis of the calculation should be defined narrowly 


so as to allow monthly withholding. See p. 27 


infra, This would require exclusion of those fringe 
benefits recommended for taxation in this paper, the 
amount of which cannot be computed at the time 


the amount of income for rent purposes is deter- 


mined. 
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It might be thought that regional 


variations would necessitate some ad- 
justments in the amount of value at- 
tributed to rent-free accommodations; 
available 


that regional variations in rent paid by 


statistics indicate, however, 
people at the same income level are 
slight in proportion to the amount of 
rent involved.’ Similarly, although 
average farm rent is substantially less 
than average non-farm rent, no adjust- 
ment of the table would appear neces- 
sary on this account, since there is no 
indication that the average farmer with 
a given income spends less than the 
average city dweller with the same in- 
come."* 

Finally, the greater value of fur 
nished dwellings could be recognized 
by increasing tabular values by a con- 
stant coefhcient. Similarly, when heat- 
ing and upkeep are supplied, an addi 
tional amount should be imputed to in 
come. 

Whenever an employee actually pays 
rent, the amount of income attributed 
to him because of employer-provided 
housing should be reduced, of course, 
by the amount of his payment. 

(2) Room, 


contrast to housing, is provided, the 


When a single room, in 


regulations should specify completely 
Lack of free 


choice and the lower-income incidence 


different treatment. 


it to nontarm 

e, Statistical Ab 
271, 726. 

to the average 
tuations whe 
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of such arrangements“ permit a com- 
paratively simple solution. Following 
the pattern which has been set in a 
number of states with regard to un- 
employment compensation,’ the regu- 
lations should set forth a single figure 
which would be used as the value of 
every room.”* This figure would be the 
income attributable to the employee be- 
cause of the room, subject to readyust- 
where an individual 


ment in cases 


evaluation is requested. As in the case 
of housing, the use of this adjustment 
technique should be minimized by fix- 
ing the figure low enough to be fair in 
the great majority of cases. Changing 
business conditions and prices could be 
taken into account by basing the table 
on the Bureau of Labor Statistic’s Rent 
Index.*” 

An inequitable situation would oc- 
cur when the room provided by an em- 
ployer did not offset expenses which an 
employee incurred in maintaining an- 
other dwelling. It might be desirable 


to draw a distinction between em- 


ployees who, because of family responsi- 
other unable 


bilities or reasons, are 


to avoid such outside expenses and 


those who could, but through choice do 
to. 


In those instances in which the employee 


» the benefit is in a higher bracket, there is 
usually much less free choice and privacy, than in a 


ituation in which housing is provided. 
47 See, 2 CCH COLO. UNEMPLOYMENT INS 


SERV. Par. 5,301; 3 CCH IDAHO UNEMPLOY 
MENT INS. SERV. Par 


§.S01. 


the duration of the 


38 The figure might vary ith 


efit, a $.50 a day, $3.00 a week, $12.00 a 


39 California, in evaluating meals furnished, has 


nilarly pegged tl value to cost of living indices 
2 CCH CALIF. UNEMPLOYMENT INS. SERV. 
Par. 5,162. The lack of such a peg has caused the 
minimum amount allowed for room 


» Vary among 


states from $2.00 to $7.00 a week, and for meal 


from $5.00 to $21.00 a week, depending on when 
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not; the distinction, however, would 
depend upon differences which are out- 
side the normal purview of the em- 
ployer and are in any event not sus- 
ceptible to easy definition. The alter- 
native is simply to tax only those em- 


ployees who do not themselves maintain 


outside housing."” In a large number 
of cases where this problem might arise, 
taxation should not be imposed for an- 
other reason; the value of the room, 
even if considered income, might be de- 
ductible as a traveling expense while 
away from home. Where there is no 
outside lodging being maintained, how- 
ever, it is more likely that the value of 
the room would be taxable but not de- 
ductible if paid in cash,'' and therefore 
should be taxable if paid in kind. 

(3) Meals. 


meals are given, they should be taxed 


In general, where free 


in a manner similar to free room; values 
should be specified for breakfast, lunch, 
and dinner, and applied in all cases. As 
in the case of free room, some dithcul- 
ties could be avoided if the values were 
tied to a relevant cost-of-living index. 
In this case, however, there is no com- 
parable problem of nonutility to the 
employee because of duplicated ex- 
pense; free meals almost invariably rep- 
resent a saving to the employee. Again, 
because of the lack of choice which is 
usually present, the rates set should be 
low, 

In some instances, as where an em- 
ployee is entitled to a certain number of 
meals during a given period, adminis- 
trative difhculties could be minimized 
by allowing optional methods of valua- 
tion. A_ provision might require, for 
example, that the number and type of 


40 ¢ ompare the treatment ot an employ ee already 
renting one house, who is given another rent-free, p 


257 supra 


41 Moses Mitnick, 13 T. GC. 1 
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meals eaten by each employee be re- 
corded and used as a basis of reported 
income, or, alternatively, that the em- 
ployee according to prior agreement be 
taxed on meals to which he was en- 
titled. 
fered, however, the record-keeping re- 


Even if the option were not of - 


quirements would not seem overly 


onerous. A number of states require 
similar records for unemployment com- 
pensation purposes, and a number of 
companies already use systems, such as 
coupon-books, which are easily adapta- 
ble to such record keeping. To provide 
for cases in which the employee pays 
for part of the meal, a reduction should 
be allowed to the extent of such em- 


ployee payment. 
B. Health and Medical Benefits 


Employers provide many types of 
health and welfare benefits, often in the 
form of group insurance, which is es- 
sentially a blanket contract between an 
employer and an insurance company 
covering a changing group of em- 
ployees. Usually the employer pays all 
or a part of the premiums. Many types 
of group insurance plans are utilized: 
life 
surrender value; disability benefits; ac- 


insurance, with or without cash 
cident and health insurance; and an- 
nuities. The taxation of annuities is 
not discussed in this paper.” 

Instead of purchasing insurance, em- 
ployers sometimes become self-insurers, 
paying the costs of benefits as they arise 
or setting up special funds for that pur- 
pose.’ Employers may also furnish the 
service directly, in the form of a com- 
doctor or a 


pany compan y-OW ned 


clinic. 


have been 
Warren, 
“The Income Tax Project of the American Law In 


Review, Vol. 66, 


'= The problems in the field of annuities 


dealt with elsewhere. See, Surrey and 


stitute,” Harvard Lau 1953) 


776-80 
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Although health and welfare benefits 
present one of the stronger cases for 
nontaxation on public policy grounds, 
the other criteria mentioned above seem 
to outweigh this argument. A_ person 
who receives benefits or insurance from 
his employer should be in no_ better 
position taxwise than one who receives 
cash and pays for the benetits himself. 
Nor does there appear to be any reason 
to distinguish among life, health and 


accident, hospitalization, and other 
kinds of health and welfare insurance 
benefits. These benefits will be dis- 
cussed according to the methods by 
which they are provided (insurance and 
self-insurance) rather than according 
to the types of benefits given. Because 
of the medical expense deduction, the 
imputed income in this area may in 
some cases be offset, but because of the 
limited nature of this deduction, in- 
clusion in income seems warranted." 
(1) Insurance. Although the pres- 
ent Treasury policy of exempting group 
life 


cently been restricted to term insur- 


insurance from taxation has re- 


ance,'' it seems anomalous to draw such 


a distinction between types of group in- 


surance or between group and other 
forms of insurance. 

It seems best, whenever possible, to 
tax insurance throughout the time of 
coverage, and not on the receipt of the 
cash on the happening of the contin- 
If all the in- 


come were to be taxed in one year, the 


gency insured against. 


SINT. REV. CODE $ 23(x). It 


that thi feduction has both 


hould be noted 
a minimum expendi 
allowed 5 


ture, belov no deduction will be 


per cent adjusted gross income) and an ab 
solute n imum, er ch no deduction will b 
granted (either ty ir 2,500) Compare 

problem of empl wided credit, p 


268 infra 


4U reas. z I $ 29.22 } 43 
Mim 
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taxpayer might be pushed into a higher 
tax bracket. Moreover, despite the 
medical expense deduction,'” any addi- 
tional tax imposed would often come at 
a time when the recipient can least af- 
ford it. 
once, but obviously none of it should 


All insurance should be taxed 


be taxed both at the time of coverage 
Under the 


present Code provisions the actual re- 


and at the time of receipt. 


ceipt of insurance proceeds is not gen- 
erally taxed,"’ and therefore taxation 
during the period of coverage would 
raise few problems of double taxation. 
Section 22(b} (1) (B) of the Internal 
Revenue Code, however, which ex- 
cludes from gross income amounts (up 
to $5,000 per employer) received under 
a contract with the employer paid by 
reason of the death of the employee, 
should probably be amended to permit 
the exclusion of amounts in excess of 
$5,000." 


would not result in tax avoidance by 


Permitting this exclusion 
companies which make large payments 
on the death of key employees, since 
the employees would be taxed during 
the period of coverage.” 

Since it would be almost impossible 
to determine the subjective value of the 
insurance protection given to each em- 
ployee, it seems appropriate to approxi- 
mate this value by the use of some more 

INT. 


REV. CODE § 23 


1GINT. REV. CODE 8$ 22(b) (1), 22(b) (5) 


1TIf the 


would be necessary to « mph ate 


ndment wet not made, it 


proposed Amie 
the proposed pro 
visions—in order to avoid double taxation-——by taxing 


during the period of coverage only that part of the 


» which did not exceed $5,006 


hould be note incidentally that since such 

recognized aS com 
pensation, the amounts received as lite insurance wall 
for estate 
REV. CODE $3 811(g), U. § 


S$ 81.25 (1943 $1.27 (1952) 


\ ' , 
be included in the employee's gross 


tax purposes. INI 


Treas. Reg. 105 


estate 
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One 


determinable 


accurately determinable value. 


such ‘“‘ more accurately 


value”? which might be chosen is the 
total cost to the employer of providing 
the insurance protection. Although 
this method seems desirable in theory, 
there are inherent administrative difh- 
culties which probably make it im- 
practicable. 

Under this first suggestion, not only 
would the premiums actually paid be 
included in imputed income, but the 
employer would also include any dis- 
counts on premiums obtained for doing 
some of the administrative work for the 
Although other 


administrative and clerical expenses of 


insurance company. 
the employer might also logically be in- 
cluded in the cost to the employer, they 
generally would not be large enough to 
justify the additional inconvenience of 
computing them. In the case of group 
insurance, employer costs would be dis- 
tributed ratably with premiums. Thus 
approximately twice as much income 
would be imputed to an employee re- 
ceiving $2,000 life insurance protection 
as to an employee receiving $1,000 pro- 
tection, 

All employees receiving the same in- 
surance coverage under a group plan 
would be considered to have the same 
amount of taxable income. Group in- 
surance rates are originally set by the 
insurance companies after consideration 
of the makeup of the group as to age 
and sex of the individuals and the de- 
gree of hazardousness of the specific 
jobs involved; it would be administra- 
tively impossible for the employer to 
adjust the group rate for particular in- 
dividuals. If, however, two policies 
were issued to the same employer, pro- 
viding the same insurance coverage for 
separate groups of employees and con- 
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taining different premium rates based 
on a different weighting of risk con- 
siderations, the two groups would be 


considered separately in determining the 


amount of income to be attributed to 
the employees. 

The resultant cost figure should then 
be reduced by a fixed percentage in all 
cases to allow for employees’ lack of 
free choice. Although employees gen- 
erally may Waive insurance protection, 
this gives them only an all-or-nothing 
choice; they cannot select the type of 
insurance benefits best suited to their 
needs. A ten percent discount prob- 
ably would be an adequate allowance 
The 


lowance mentioned above for lack of 


for this restriction. greater al- 
choice in the case of housing reflects 
both the fact that free choice is more 
important in that area and the fact 
that insurance can be more accurately 
valued than can housing. Finally, all 
premium rebates or dividends returned 
to the employer should be viewed as a 
mere return of capital *” and should re- 
duce the income imputed to employees 
upon the payment of the next  pre- 
mium,”” 

Although the foregoing method of 
computing income to be imputed to 
employees seems equitable, it is far too 
complex and administratively difhcult 
to be accepted. The tax might better 
be imposed on a uniform national basis, 
in proportion to insurance Coverage re- 
ceived by taxpayers, rather than in pro- 
portion to the cost to the employer of 
Such a 


would impose the same tax upon all 


providing coverage. system 


persons receiving substantially the same 


49U. S. Treas. Reg. 111, §29.22(a)-12 (1943). 


“0 Obvious difficulties of allocation would be 


presented In cases where the employ ee had in the 


meanwhile left the company 
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benefits (in group or individual pol- 
icies) without regard to differences in 
premium rates, charges, and so forth. 
Under this plan, tables would have to 
be set up, analogous to those in Bulletin 
F (depreciation rates), which would 
establish the amount of income to be 
imputed to employees receiving various 
types of benefits. In determining the 
total amount of income imputed to an 
employee it would be necessary only to 
break down his benefits into their con- 
stituent elements, find the income to be 
imputed from each clement, and total 
these amounts. The tables would of 
necessity provide only a rough estimate 
of the cost to the employer of provid- 
ing insurance for the individual worker, 
since it would not be administratively 
feasible to compute income to each in 
dividual separately, taking into account 
his age and sex and the hazardousness 
of his job.*! Percentage reductions for 
lack of choice could, of course, be in- 
corporated into the tables themselves, 
thus eliminating the extra computation 
involved in the first plan.” 

(2) Self-Insurance—W here a Com- 
pany Itself Assumes an Insurable Risk. 
Occasionally a company promises to 
give its employees the same health and 
welfare benefits which they could ob- 
This 
may be done through a trust fund or 
Such 


tain under an insurance policy. 


by direct company payments. 


extrem ly 


“table of hazardousne 


51 Tr would, 


work out a 


moreover, be dificult to 


"= An additional reason for using these tables in 


the insurance field is the desirability of uniformity 
In the 


case of self insurance, it would be muc h easier tor the 


of treatment of insurance and self insurance. 


employer to use tables of this sort than it would be 
to compute the hypothetical figure of what insur- 
ance would have cost or go through the complhic ited 
bookkeeping necessary to determine pust how muc h 


self-insurance actually does cost. 


> 
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benetits should be taxed to the em- 


ployees for the same reasons as insur- 


ance payments, and the same general 


principles of taxation should be applied. 
Taxation based upon a lump sum pay- 
ment should be avoided. 

Although the amount of income to 
be imputed to the employee on such 
benefits might be computed on the basis 
of actual cost to the employer, or what 
it would have cost the employer to pur- 
chase insurance, it seems even more de- 
sirable here than in the case of insur- 
ance to determine the amount of im- 
puted income on the basis of tables. 
The employee would be taxed on the 
total of the amounts of income imputed 
to him for each of his individual bene- 
fits. The same basic figures could be 
used as were prepared for insurance, 
but an arbitrary fractional cut in these 
figures probably should be made (and 
incorporated in the tables) to take into 
account the possibility that the private 
employer may be less able to pay than 
an insurance Company. 

There should, however, be a limita- 
tion on this principle of taxation to 
MINTINIS minor 


take care of de cases; 


first aid treatment in the company 
clinic, for example, should not be taxed. 
The line might perhaps be drawn be- 
tween clinical services and hospital 
services. 

Although the employer will usually 
be held bound to his promise to provide 
health and welfare benefits for his em- 
ployees,” in some cases a company may 
provide certain benefits for its workers 

53 Of, 
(7th Cir 
indicated that the Bureau will not follow 
Bureau of Int. Rev. Release, § CCH 1953 
TAX REP. Par March 26, 1953) 


Epmeier v. United Stat 199 F.2d 508 
1952). The Commissioner, however, has 
this case 


FED. 


6136 
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with the specific understanding that it 
is not bound to continue to provide 
them. It seems improper, and possibly 
the 


Amendment and the due process clause 


unconstitutional under Sixteenth 
of the Fifth Amendment, to tax the 
worker on the probability that he will 
to which he has no 


receive a benefit 


legal right. On the other hand, were 
no tax imposed in the absence of a legal 
obligation to provide future benefits, a 
handy tax loophole would be available. 
taxed 
would 


Hence such benefits should be 


only on their receipt. There 
then be strong pressure on employers to 
write into collective bargaining agree- 
ments an enforceable promise to con- 
Thus the bur- 
den imposed upon individuals (by tax- 


tinue present benefits. 


ing the benefit all in one year and 
therefore possibly at a higher rate) 


would usually be short-lived; alert 
unions would be quick to demand that 
the rights be recognized in the con- 
tract. 


Union-sponsored trusts or welfare 
funds are sometimes set up with a con- 
tractual agreement that the employer 
contribute a annual 


the 


will specified 


amount to fund. In many in- 
stances, the trustee is given discretion- 
ary control over how the money will be 
spent; he can, for example, give it to 
needy employees or save it to help fi- 
nance a plant hospital. Since the em- 
ployee has no right to benefits under this 
kind of arrangement, no tax should be 
imposed until receipt. If, however, the 
terms of the trust provide that the 
trustee 1s to use the funds to provide in- 
surance for employees, the employees 
should be taxed on their insurance 
coverage in the same way as if the em- 


ployer had bought the insurance directly. 
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C. Employee Discounts 

Employee discounts are a common 
type of fringe benefit and, in some 
lines of business, constitute a sizable 
The 


amount of potential revenue to be 


portion of an employee’s income.”' 


gained by taxing employee discounts 
appears substantial, and, under the cri- 
teria suggested, these benefits should be 
taxed if administratively feasible. 
When this type of compensation is 
given, employees of retail outlets are 
generally allowed a percentage discount 
from retail price, while employees of 
nonretail stores usually have an oppor- 
tunity to buy at the wholesale price. 
The net value in the latter case is often 
greater than in the retail situation, al- 
though the amount of the advantage is 
often difficult to measure. The proper 
way to value the income of the retail 
employee is to consider that he has in- 
come to the extent of any discount be- 
low his employer’s normal retail price. 
Ideally an attempt should be made to 
treat the nonretail employee on a com- 


parable basis by measuring his imputed 


income against normal retail prices. ‘To 
do so, however, would pose insuperable 
bookkeeping difficulties, and therefore 
the 
should probably be computed as an 


income of nonretail employee 


arbitrary fraction of his purchases at 


wholesale prices.”” This approach would 


“hUL §. Chamber of Commerce, Wage Supple- 
ments: The Non-Wage Labor Cost of Doing Business 


(1950). 


This 
less than the average retail markup for 
1950 in the New York area 
this item had one of the lowest markup figures indi 
National Retail Dry 
Controller’s Congress of the 
National Retail Dry Goods Association, Departmental 
Merchandising and Operating Results of Department 
Stores and Specialty Stores (New York 1950), T able 
No. 6. 


‘> The figure, for example, might be 30%. 
1s slightly 


television sets during 


cated for that year by the 


Goods Association. See, 
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require substantial bookkeeping, but at 
the retail level, at least, it would not re- 
quire much more than is now done by 
many businesses which limit the amount 
of discounts any one employee may re- 
ceive. 

Arguably, because an identical item 
may vary in price from store to store, 
retail prices of the employer may be too 
unreliable to be an effective basis for 
the determination of the value received 
through discounts; the alternative 
would be to peg the retail taxable dis- 
count to an average of retail markups. 
The administrative difhculties of doing 
this on a product by product basis would 
be prohibitive, however, and without 
this, no improvement on the employer's 


More- 


over, it may be that a sufficient answer 


retail price would be achieved. 


to this objection is the fact that the em- 
ployee 1S perfectly free to utilize the 
discount privilege as he sees fit, a dis- 
tinguishing factor from many other 
employer-proy ided benefits. 

Of greater difficulty is the present 
cross-discounts, 


pract ice of alle wing 


whereby one store allows discount 
privileges to the employees of another. 
If cross-discounts were to be taxed, em- 
ployers would be forced to keep books 
on outsiders and periodically exchange 
such information with other employers. 
Moreover, cross-discounts are often 
similar in nature to the general neigh- 
borhood discounts given by many es- 
who works 


tablishments to “ anyone 


across the street’ or to other favored 
groups. As such, the discount is merely 
a low price to a selected customer, not 
remuneration to an employee. For 
these reasons, only those discounts af- 


forded by the employer himself should 
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be considered as giving rise to taxable 
income. 

Provisions similar to those suggested 
for discounts on goods should be estab- 
lished for discounts on certain services 
also offered to the public, for example, 
railroad a large 


passes. To pres ent 


number of administrative difficulties, 
however, a de minimis provision should 
be used, under which service discounts 
with a value below some figure, say five 
dollars per week, should not be subject 
to tax. In some cases, this type of taxa- 
tion might require substantially greater 
records than the employer is now re- 
quired to keep, though perhaps not 
much more than would now be kept by 
a prudent businessman. 

This entire area of employee dis- 
counts is one of undoubted difficulty. 
Many discounts are given to employees 
solely for sales promotion purposes, and 
often the employee would have had an 
opportunity to purchase the item at 
On 


balance, however, we believe that tax- 


wholesale as a favored customer. 
ability is probably warranted in this 


area, 


D. Amusement and Recreational Bene- 
fits 


Almost every employer provides one 
or more fringe benefits of this type. 
Many of these benefits take the form of 
on-the-job recreational facilities, for 
example, games to be enjoyed during 
the lunch hour. More extensive facil- 
isies may be provided for after hours 


enjoyment, and classes may be organ- 


ized to teach metal work, music appre- 


ciation, or dancing. The employer may 
give parties for employees and_ their 
children and, at times, even weekend ski 
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trips or summer vacations at company- 
owned camps.” 

Many companies have employee as- 
sociations of varying degrees of formal- 
ity. 
these associations a budget and allows 
them a certain freedom of choice as to 
the type of recreational facility that 
will be provided. The union and em- 
ployer together often manage these pro- 
grams, and in some cases the employees 
or union also contribute to the mainte- 
nance of the program. 


Sometimes the employer gives 


As with several other types of fringe 
benefits, the main taxation problem is 
the administrative difficulty of, first, 
determining the method of valuing 


benefits and, second, computing the ac- 
tual income realized by each employee. 
A fairly recent survey of 264 companies 
indicates that the median cost of pro- 
viding this type of benefit is three dol- 
lars per employee.*’ While this may 
seem to rule out consideration of the 
entire area, it must be remembered that 
this figure is a median, and some 
employees undoubtedly receive substan- 
tial benefits. It is evident, however, 
that there is a problem of eliminating 
minor benefits. 

Two dividing lines may be drawn for 
this purpose: first, a line based on the 
type of benefit received; second, a line 
designed to tax to highly paid execu- 
tives any substantial recreational bene- 
fits distributed to them. 

If a money valuation were established 
in order to draw the first line, the em- 
ployer would be required to value most 
of the benefits now given to employees, 

‘8 For a study of various recreational plans see, 
National Board, 
Personnel Policy No. 102, Employee Recreational Ac- 
(1949). 


Industrial Conference Studies in 


tivities 


57 Idem, p. 38. 


NATIONAL TAX JOURNAL 


|Vor. VI 


and the administrative difficulties would 
be very great. An analysis of this type 
of benefit indicates that most benefits 
which have substantial value require 
that the recipient remain away from 
home overnight in order to enjoy them. 
This suggests that a dividing line should 
be drawn between overnight accom- 
modations and others. The employee 
should then be taxed on the value of 
overnight benefits which he receives if 
their value exceeds a minimum amount, 
say five dollars. Charges paid by the 
employee would also be deducted in 
computing imputed income. 

A second line is suggested in order to 
prevent the employer from giving sub- 
stantial nontaxable benefits to highly 
the 
awarded discriminately to members of 
then it should be 
treated as income to the employee, pro- 


paid executives.” If benefit is 


a select group,” 


viding the service, facility, property, or 
other form of benefit is valued at more 
than a minimum amount (say $100) 
and even though it is outside the over- 


night category. “‘‘ Service, facility, or 


property ” should be interpreted broadly 
in the sense that the use of a company 


58" Liberal expense allowances, company-owned 


1utomobiles, boats and houses, fortuitous arrange- 
ments of business trips to warm places in the winter 
and cold places in the summer, and other non- 
monetary methods for bettering the working condi- 
executives, are familiar indicia of high 
(Italics added.) Post, “ The Quest 
for Indirect Benefits for Executives of Closely Held 
Corporations,” in Eleventh Annual Institute on Fed- 


(New 1953) pp. 


tions of 


’ 


bracket circles.’ 


eral Taxation, York University, 


161, 173. 


59 Cf. INT. REV. CODE § 165(a)(3)(B). (A 


pension or profit sharing trust is taxable if the 


Commissioner finds that it is “discriminatory in 
favor of employees who are officers, shareholders, 
persons whose principal duties consist of supervising 
the work of other employees, or highly compensated 


employees.’’) 





No. 3 


car for a full year would be considered 
one facility for the purpose of the mini- 
mum exclusion. <A feasible method of 
taxing this form of benefit would be to 
require the employer to report services 
or facilities which are provided to such 
employees; as an aid the Treasury 
should provide a list of the various 
types of benefits included in this cate- 
gory. In addition to country club dues 
and other similar recreational facilities, 
the employer should report the use by 
the employee of company equipment or 
vehicles and of company-provided labor. 

It has been suggested that instead of 
taxing these benefits to the employee, 
the employer should be denied a deduc- 


“0 The present law now requires all persons mak 
ing payments of $600 or more in a taxable year in 
the form of rent, salary, or other compensation to 
return to the Commissioner 


render an accurate 


“under such regulations as may be prescribed by 


him,” setting forth the amount of income or other 
gain and the name and address of the 
INT. REV. CODE § 147. 


exempt from this requirement income on which tax 


recipient. 


The present Regulations 


has been withheld but specifically include other in 
“ compensation in any other form.” U. § 
Reg. 111, $$ 29.147-2 (1943), 29.147-3 


Since most employers claim that many of 


come or 
Treas. 

(1952). 
these fringe benefits are not “ compensation ” under 


A bill introduced 


in the 82d Congress specifically required employers 


present law, they are not reported. 


to report any “service, property, or facility’ made 
otheers, or 


§ 104 


available to empl ryees, shareholders, 


partners. H. R. 7893, 82d Cong., 2d Sess. 
(1952) 
“The Committee ha een enough of the abuses 


some bu inesses are 


that are possible to know that 


nal and living expenses of 
stockholders 


making available such things as 


contributing to the pers 


their officers, employees, and through 


country club mem 


berships, domestic help, hotel and apartment suites, 


airplanes, and other expensive luxuries. see Detailea 


is to such 


information 1 benefits appears necessary in 


order to be informed of the mature and scope of the 


problems presented. . . . The major abuse in this 


area Is thought to occur among the othcers and 


stockholders in closely held corporations, as well as 
held corporations.” Hear- 
Ways and Means on H. R 


2d 5 19, 10 (19§2 


top executives in publicls 


ings before Committee on 


“os 82d Cong., 
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tion for their cost. There are objec- 
tions to this approach, however, espe- 
cially in the case of benefits awarded to 
highly paid executives, because the em- 
ployer might be willing to lose the de- 
duction and in effect pay the tax him- 
self. 
for taxing fringe benefits is to provide 
equality of tax treatment for individual 
taxpayers, this method would not be 


Since one of the major purposes 


satisfactory. 

Again, as in the other areas, there are 
alternative methods of valuation which 
could be used: first, the cost to the em- 
ployer for providing the benefit; sec- 
ond, what other people pay to receive 
similar benefits; and third, some arbi- 
trary figures. Major difhculties would 
be encountered in using any of these 
methods. 
ployees’ use of public facilities, the 


If the employer paid for em- 


value of the benefit would be clear, but 
if a private lodge or camp were pro- 
vided, it would be very difficult to 
make a comparison with similar public 
facilities. If cost were to be determi- 
native, the problems of proper alloca- 
tion and excessive cost would have to 
be solved. It would be unfair, for ex- 
ample, to impose a greater tax on the 
employee of a small company which in- 
curred a relatively large cost per em- 
ployee sent to its summer camp than on 
the employee of a large company which 
operated its camp at a lower per capita 
cost. In addition, cost is not usually 
a very good indication of the actual in- 
come received by the employee. Fi- 
nally, an arbitrary figure, as suggested 
for lodging, seems inequitable here be- 
cause of the wide variance in the type 
of benefit provided. 

These considerations suggest that dis- 
counted market value should be used 
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wherever possible; only if market value 
could not be determined should a cost 
figure be used. It should be added that 
benefits given to the family of the em- 
ployee should be included in the income 
of the employee. 


I. Credit 


The use of interest-free company 
funds is closely comparable to the use 
of company equipment; funds may be 
borrowed, for example, to finance the 
purchase of a house. Although the 
amount of imputed interest would not 
be too difhcult to. compute and suth- 
cient records are already kept by em- 
ployers, this benefit 
taxed. 


should not be 
the deduction al- 
lowed for interest by § 23(b) of the 


Internal Revenue Code, no net taxable 


Because of 


income would remain to be taxed if the 
employer lent the employee money and 
then gave him an additional sum with 
which to pay the interest charge; it fol- 
lows that no tax should be imposed 
Further- 
more, if interest were imputed, the op- 
tional standard . 


when no interest is charged. 
deduction “' might 
cause difficulty, because, any imputed 
income might not seem to give rise to 
an effective off-setting deduction. This 
result would not be attributable to the 


failure to tax, but rather to the policy 


behind the optional standard deduction. 
Of minor interest is the fact that exclu- 
sion of imputed interest income affects 
the value of adjusted gross income and, 
therefore, the value of the medical de- 
duction; such incidental effects, how- 
ever, do not seem to warrant the inclu- 
sion and subsequent deduction of im- 
puted interest. 


OLUINT. REV. CODI 
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F. Commuting Facilities 


If the employer reimburses an em- 
ployee for his commuting expenses, 
there is no doubt that taxable income 
Similarly, when the 
the 
rectly,” the benefit should be taxable, 


has been received. 


employer provides facilities di- 


but valuation is difficult. An accurate 
valuation would require a record of the 
number of times each employee used 
the facilities the 
travelled. The latter would not be par- 
ticularly important in an urban area, 


and of distance he 


but it might be quite worthy of con- 


; : 
sideration in a rural area where em- 


ployees commute thirty or forty miles 
to a factory. The regulations should 
permit the employer to follow one of 
several methods of valuation, depending 
One 


alternative would be the use of com- 


on the particular circumstances. 


parable public transportation costs, if 
any; another would be the cost to the 
empioyer, allocated per employee-ride 
or in some other manner which would 
correspond roughly to value received. 
The major requirement should be that 
as far as possible employees should not 
be taxed on the mere opportunity to 
use the facilities but only on the actual 
use made of them.”' 

If a charge were paid by the em- 
ployee, income should be only the dif- 
ference between the ascribed cost and 
the charge. Since a major reason for 
taxing the differential is to prevent cir- 
cumvention of this scheme of taxation 
by making a nominal charge for the 


62 See Bus Transportation, April, 19 
OS Tt 


compute the tax on the basis of opps 


might be desirable to allow i 


} ’ 
situation in which the employee's use of ¢ tacilities 


is predicated on his agreeing to be taxcd whether 


or not he rides every day 
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services, no income should be recog- 
nized unless the employee pays less than 
half of the amount which would be im- 
puted without employee contribution. 
Frequently, employers also provide 
parking space for their employees.”* 
The valuation problem here is even 
more dithcult since it would depend en- 
tirely on the physicai location of the 
plant and the frequency with which the 
the 


These are administrative reasons which 


employee used parking — space. 
lead to the conclusion that the use of 
such facilities should not be taxed as 
income. The public policy considera- 
tion, that such facilities help eliminate 
community trathe and parking conges- 
tion, also supports this conclusion. 

A corollary problem arises when the 
employer provides facilities to move an 
employee to a new home. It has been 
argued that no net income ought to re- 
sult in this case or in the case where the 
employer gives cash reimbursement for 
employee moving expenses.’ — If this 
were the law, a decision could easily be 
supported not to tax these services when 


kind.“® The 


seem to indicate 


decisions, 
that 
benefits are taxable if paid in cash, and 


proy ided in 


howeve F, these 


that no deduction will be allowed.’ If 


04 See Fa Management, Vol. 109, (1951) p 


cit upra tn. 6, pp. 1166 


cit upra tn. 6, pp. 1168-69; 


mr 4 186 (1949); Lawrence 
Perry, P-H 1 MEM. DEC Par. 50,174 
1950) suc cf. P-H 1953 FED. TAX SERV. Par 


261g) Bureau practice to per 


current i 


mit exclusior rot rross income of allowances or 


reimbursements for moving the immediate family, 


household goods, and per 


| . j the 
wio ois ran rr i 


onal effects of an employee 
interest of his employer 


on oa 
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a discrepancy between the treatment of 
employer-reimbursed moving expenses 
and employer-provided moving  facil- 
ities Were a major source of inequity, 
there would perhaps be no choice but 
to tax when the services are provided 
directly by the employer. Since mov- 
ing occurs sporadically, however, and 
tax revenue would be slight, nontax- 
ability of employer-provided facilities 
seems justifiable. This would have the 
effect of preventing employee discon- 
tent and would avoid extending un- 
necessarily the present nondeductibility 
of moving expenses. 


G. Educational Benefits 


Management has become increasingly 
that the better 


ployee does a better job. 


aware educated em- 
Among the 
many educational benefits offered by 
Various Companies are Courses given on 
company time, usually restricted to job 
One 


after-hours courses which give the em- 


instruction, step removed are 
ployee a chance to prepare himself for 
promotion. Most of these courses are 
of a high school level. Sometimes col- 
lege instructors are brought in to teach 


courses in business administration, or, 


if the employer is unable to provide 


facilities directly, public high schools or 
colleges may be utilized."* — Finally, 
many employers take advantage of a re- 
cent trend among colleges and uni- 
versities to conduct special courses for 
business executives.” 

In many cases the employer selects 


the-employees who are to receive edu- 


"S For a survey of different types of plans and 


Nat ional 


Personnel 


he objectives of employce education see 


Industrial 
P I cy No 


Soard, Studies in 


119, Employes 


Conterence 


Education (1951). 


59°" Fyecutives Go to School,” Conference 


ment Record. Feb. 1950 pp. 5 6 


Board 


Manag 
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cational benefits; in other cases benefits 
may be open to all employees who wish 
to take advantage of them. Many of 
the recipients of scholarship-type bene- 
fits are selected by persons other than 
the employer, sometimes by the educa- 
tional institution which the recipient is 
to attend or the trustees of a support- 
The educational pro- 
gram may be financed partly by the 


ing trust fund. 


employer and partly by the employee; 
this method is usually employed for 
after-hours courses at the place of em- 
ployment. Many of the plans which 
provide full time scholarships for the 
employee or his children at a college or 
university are financed by a special 
trust fund set up by the company or 
by the wills of former executives or the 
founder. 

If the benefit is paid for with funds 
other than that of the employer, there 
should be no income to the employee; 
in addition, if the employee receives a 
scholarship which is open to members 
of the community and to employees in- 
discriminately, he should not be taxed 
on the receipt of the award, since he is 
not receiving the benefit because of the 
employer-employee relationship. 

Most of the employer-provided edu- 
cational benefits which fit the employee 
for his job should not be taxed; in ad- 
dition, many of the benefits which pre- 


pare the employee for promotion should 
If a janitor takes a 
the 
might be taxed; but if the bookkeeper 
also takes the course, he realizes no in- 


remain tax-free. 


course in bookkeeping, benefit 


come since he would be receiving job 
instruction. And even assuming that 
the employee receives taxable income to 
some extent from some or all of the 
benefits, ranging from an apprenticeship 
machinist to an em- 


with a master 
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ployer-provided high school education, 
it would be unreasonable to distinguish 
between formal and informal education 
and impracticable to attempt an evalu- 
ation of most informal benefits. 

A line can be drawn, however, be- 
tween such benefits and instruction at 
the college level; the latter seems to 
confer a direct benefit on the recipient 
no matter what his job might be. Only 
rarely will college level instruction be 
provided outside an educational institu- 
tion, and even in those cases a college 
level instructional program without the 
benefit of the 
would be much less benefit to the em- 
ployee. Thus, although it does not ap- 
pear possible to devise a practicable and 
equitable system of over-all taxation in 
this area, a partial taxing scheme aimed 
at college education would tax those 
benefits which constitute the 


college environment 


greatest 
amount of income to the individual re- 
cipient. In addition to taxing the em- 
ployee on college educational benefits, 
any educational benefits given to chil- 
dren of employees should be taxed. 
These benefits are usually given in the 
form of scholarships to public or pri- 
market 
reasonable 


schools. A discounted 


would 


vate 
value provide a 
method of valuation for all the pro- 
posed taxable educational — benefits. 
Since the employee or his children 
would normally attend a school which 
is open to the public, valuation would 
not be difficult. 

Even though taxation in this area is 
possible, it is not completely clear that 
it would be desirable to tax educational 
benefits. In many cases the employee 
will have no choice of school or course. 
Moreover, a nontaxation policy may be 
further justified, because it continues 
the limited subsidization by the gov- 
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ernment of employer provided educa- 
tion. In our opinion, however, the 
general criteria discussed in the early 
part of this paper seem to outweigh 
these considerations somewhat, and we 
believe that the limited method of tax- 
ation suggested above should be im- 
posed.” 


H. Withholding Provisions 


The general rule on withholding 
should be that the employers will with- 
hold taxes as soon as a definite amount 
of fringe benefit income is determined. 
The employer and the employee should 
have the option of agreeing to deduct 
the entire amount of the tax at once as 
if the income had been earned in one 
payroll period, or to deduct it as if it 
had been earned ratably over the year, 
or to attribute a proportionate amount 
of the income over the remaining por- 
tion of the year and withhold accord- 


ingly during each remaining payroll pe- 


riod. 


In many cases the amount of in- 
come to be imputed to the employee 
would not be determined until the end 
of the taxable 
method of 


because of the 
this 
Whenever possible, even if the exact 


year 


computing income. 


amount of the income is not known, 
the employer should estimate the prob- 
able amount of income and deduct the 
tax accordingly throughout the year. 
If it is not possible to determine 


70 The deductibility of the cost of educational ex 


1 ! rt} 5 
penses 1s not at all clear under present law. 1 hese 


expenses call attentien to the “dim line between 


personal and business expenses.”  ¢ oughlin v. Com 
ioner, 4 P-H 1953 FED. TAX SERV. Par 72,463 

ir, April 14, (expenses incurred by 
attending New York University Tax 
Institute held deductible under INT. REV. CODI 
§ 23 (a) (1) (a)). See also Hill v. Commi 


181 F. (4th Cir. 1950). 


1953) 


lawyer while 


iner, 


2d 906 


whether there will be any fringe benefit 
income before the end of the year, as in 
the case of some recreational benefits, 
then the employer should include on 
Form W-2 fringe benefit income on 
which no tax was withheld; this form 
is sent to every employee, usually at the 
end of the calendar year. The em- 
ployee would then be required to pay a 
tax on this additional income when he 
filed his return. In order to avoid pay- 
ment of the tax in a lump sum, the em- 
ployee might make arrangements with 
the employer to withhold an additional 
amount of tax during the year in ex- 
pectation of fringe benefit income."! 
If taxable benefits are received after 
an employee ceases to receive cash com- 
pensation, withholding is rather diffi- 
cult. A similar problem arises under 
present law when the employee’s only 
The 


present Regulations require that in such 


compensation is received in kind. 
cases the employer “ make necessary ar- 
rangements to insure that the amount 
withheld is available for payment to the 
would 
seem that the employer would have to 


collector.” In such cases it 
pay the tax himself (which would be 
additional income to the employee) or 
Be- 


involved in 


collect the tax from the employee. 
cause of the difficulties 
either of these two solutions, it would 
seem sufficient in such unusual cases to 
report the income to the employee on 
Form W-2 and require him to pay the 
tax. 

When income is received from some 
source over which the employer has no 
legal control, such as an insurance com- 
pany or educational benefit trust, then 


J. S. Treas. Reg. 116, § 405.213 (1952). 


Treas. Reg. 116, $ 405.301 (1943). 
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such other organization should — be 
treated as an employer for the purpose 
of withholding the tax on benefits 


paid,” 
CONCLUSION 


The question of whether the pro- 
posed changes could be made by regula- 
tion, or whether the statute itself would 
have to be amended, is bound to arise. 
As has been pointed out above,'! Sec- 
tion 22(b) (1) (B) probably should be 
amended to permit the exclusion of all 
amounts received under a contract with 
the employer paid by reason of the 
death of the employee, not just amounts 
up to $5,000. None of the other advo- 
cated changes are inconsistent with the 
words of the statute. There is, how- 
ever, some doubt as to whether exten- 
sive changes in well established treat- 
ment can be made without the aid of a 
statute. Since this problem has been 
thoroughly discussed elsewhere,‘” it 
should suffice here to state simply that 
the authors believe the answer depends 
If only the 
major and 


board, and health and welfare), the 


on the scale of any reform. 
items were taxed (room 
changes would not be so great as to 
make legislation desirable since these 
items are partially taxed at the present 
time; if all of the suggested fringe 
benefits were taxed, however, the stat- 
ute should probably be amended to do 
so specifically. 

Many of the areas discussed in this 
paper involve dithcult and extremely 
complex problems, and the suggested 


me Cr US$ Reg. 116, $ 405.105 (1951). 


Treas 
TA See p 261 supra 


Rezul ations 


(1941) 


Summary of the 
Review, Vol. $4, 


75 Griswold, "A 
Problem,’ Hariard Lau 
Pp 498 
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treatment of any area cannot be de- 
fended as the only proper solution to its 
problems. Since, however, the prob- 
lems can best be recognized and dealt 
with in the context of a concrete pro- 
posal, this paper has in each case sug- 
gested a specific approach. The method 
ultimately to be adopted, both on the 
question of and on_ the 
method of evaluation, should be de- 
cided only after the Bureau of Internal 
Revenue has consulted with representa- 


taxability 


employers and employees. 
method, 


employers 


tives of 
Whatever the however, in- 
structions to concerning 
benefits on which they are to withhold 
and the method of valuation should be 
as detailed as possible. Discretion should 
not be left to the employer to deter- 
mine whether a given benefit is in fact 
taxable. Moreover, in drawing up de- 
tailed instructions to employers, the 
Bureau (or Congress) should coordinate 
the definition of “ wages” for social se- 
curity purposes with the list of benefits 
found to be taxable for income tax 
purposes. 

In this paper non-cash fringe benefits 
have been discussed in what was con- 
sidered to be their approximate order of 
importance. The major items are al- 
ready being taxed in some fashion, and 
it is believed that the proposed method 
would be more equitable than the hit- 
or-miss methods now used.’®  Prefera- 
bly, however, there should be a com- 


plete reappraisal of all the problems in 


this area. 
‘6 Although there will of course be some discon 


tent among the employees subjected to tax, this 
may to a certain extent be alleviated by pointing out 
that the recognition of fringe benefits as compensa- 
tion will entitle them in some instances to greater 


Social Security benefit 





TECHNICAL AND POLITICAL ASPECTS OF 
REFORM OF TANATION IN FRANCE 


HENRY 


[* A UNITARY state like France it 
w 


ould appear much simpler to de- 


velop a rational tax structure and plan 


the division of taxing power between 
central and local units than in a federa- 
tion like the United States where taxing 
power exists at three levels (federal, 
state, and local). France, however, has 
not yet found the system of taxation 
which suits her. Reform is still a major 
problem at both the national and local 
levels. 

Before World War I, Joseph Caillaux 
thought to make the personal income 
tax the mainstay of budget receipts. 
The war was hardly finished, however, 
when a general sales tax or turnover tax 
(tave sur le chiffre @affaires) was in- 
stituted side by side with taxes on in- 
come and wealth. Since then allowance 
of numerous exemptions and deduc- 
tions has weakened the income tax, and 
the sales tax has grown in importance. 
As a result, sales taxes and consumption 
duties now provide over half of France’s 
total tax revenue, while so-called “ di- 
(income tax and 


rect. contributions ” 


death duties), stamp duties, taxes on 


The author is Professor of Public Finance at the 


Faculté de Droit of the University of Paris 


LAUPENBURGER * 


transfer of property, and other miscel- 
laneous taxes supply less than half of 
the total.' 

The evolution of the turnover tax 
also appears unsatisfactory, and on two 
occasions the Government has submitted 
reform plans to Parliament. These 
plans would replace the single produc- 
tion tax (fave unique a la production) 
by a value-added tax (fave a@ la valeur 
ajouteée), this being a tax on the value 
increment produced by the firm. In 
the opinion of some this tax, if en- 
forced, would make it possible to elimi- 
nate taxation of net income which is so 
unpopular in France. 


Reform of local taxes is another open 
question. Under the present system an 
obsolete real (as opposed to personal ) 
income tax assessed on external indicia 
(signes extcricurs de richesse) is levied 
by the local tax units (départements et 
communes). This tax yields so little 
revenue that focal authorities have to be 
given a share in the revenue produced 
by a form of the turnover tax known 
transactions 


as faxe sur les (general 


1 The income tax itself does not account for more 


than about a third of normal revenue it the na 


tional budget. 
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sales tax). Thus revenue from. this 


source is currently divided between the 
national and the local authorities. In 
addition the départements and com- 
munes are allotted more than twenty 


special taxes which yield very little rev- 


enue. 

Drastic fiscal reform is extremely 
difficult to effect in a democracy be- 
cause sectional interests often — rise 
against measures which are designed to 
In 1948 it 


became necessary, therefore, to resort to 


further the general interest. 


a method of delegating legislative 
power to the executive in order to ac- 
complish a revision of the income tax 
and establish a special form of corporate 
taxation. Despite this move, systematic 
reform of the French tax system, either 
national or local, continued to meet op- 
position during and after Mr. Pinay’s 
Government; drafts of proposed laws 
have been partly or totally rejected 
either by the Finance Commission or by 
the National Assembly itself. Under 
authority of Article 69 of the Budget 
Law of 1953," the Government un- 
doubtedly could put into force by de- 
cree a recent plan of reorganization of 
national taxation (submitted March 6, 
1953) if 
space of time neither modified nor re- 
Beyond doubt, however, the 


Parliament within a_ short 


jected it." 
new Cabinet, having taken over from a 
Government which was given carte 
blanche, will not agree to take the ini- 
tiative before having once again ascer- 

="Loi de 
1935. 


Finances,” Journal Officiel, February 8, 


8 The Jocal 
taxes, submission of which is anticipated, may also 


be undertaken in 1954. 


Government's project of reform. of 
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tained the opinion of the National As- 
sembly. 

Thus, even though there is general 
agreement on the necessity of recasting 
the system of taxation, the peculiarities 
of the French democratic regime im- 
pede an expression of unanimity and 
make it difficult to obtain a majority 
the details of any reform. 
Hence there is all the more reason for 
the impartial observer to study the 


vote on 


technical, economic, and_ political as- 
pects of the present system of taxation 
and the conditions necessary for its re- 
form. In describing these aspects of 
the tax reform problem I shall draw a 
parallel between French and American 
experiences at several points. 


REASONS WHY THE PRESENT PRENCH 
SYSTEM IS NOT WORKABLE 


The French have always preferred so- 
called indirect taxation which, as far as 
possible, passes unnoticed to direct tax- 
ation which is necessarily visible and at 
After all, the French 
might have learned to live with Joseph 


times painful. 


Caillaux’s system despite their reserved, 
if not hostile, attitude if it had afforded 
the indispensable qualities of simplicity 
and clarity and if it had been consistent 
with the peculiarities of France’s eco- 
nomic structure. The production tax, 
an indirect tax by origin, has en- 
croached upon the income tax largely as 
a consequence of the latter’s defects 
and unpopularity. In its turn, how- 
ever, the production tax has not proved 
easily compatible with greater produc- 
tivity. 

4 The author is at present preparing an article on 


the psychology of French taxpayers. 
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Technical Objections to the Individual 
Income tax 


Following the American example, the 
French Government, by décret-loi of 
December 9, 1948, imposed a tax on in- 
come of corporate bodies as distinct 
This tax 
is in general well regarded for several 


from income of individuals.” 


reasons: it is a proportional tax suitable 
for corporate organizations; it is col- 
lected from profits as they accrue by 
means of an ingenious system of pre- 
payments (acom ptes) ; it establishes a 
fair distinction between true capital 
gains and apparent capital gains at- 
tributable to monetary depreciation. 
One might, at most, regret that its rate 
is so high (34 per cent), since distrib- 
uted profits received by shareholders are 
subject to the personal, proportional 
tax of 18 per cent and to the personal 
surtax, which has a maximum rate of 
70 per cent. To the extent that we 
have been inspired by America’s ex- 
ample, however, it must be admitted 
that in France we have been rather 
moderate. 

The individual income tax is the ob- 
ject of major criticism. Joseph Cail- 
laux originally intended to achieve the 
objectives of revenue and justice by 
combining a proportional schedular tax 
on diverse types of incomes (wages and 
salaries, profits, interests, rents, etc.) 
with a progressive tax on total income, 
the latter expressing the taxpayer's per- 
sonal ability to pay. France has re- 
tained the dual character of the original 
tax, but the yield objective of the nor- 


©The tax is also optional for noncorporate busi 


nesses, 


REFORM OF TAXATION 


IN FRANCI 


mal tax has been partly nullitied by 
large deductions and allowances, and 
the progressive tax has been condemned 
sterility by increasing the 
amounts of 


to near 
deductions for family 
status. The latter tax now reaches only 
two or three million taxpayers out of a 
working population of twenty million. 
1948 was de- 


signed to unify the individual income 


The fiscal reform of 
tax according to the Anglo-Saxon 
model. The schedular tax with its rate 
discrimination (15 per cent for earned 
income, 30 per cent for capital earn- 
ings, 21 to 24 per cent for mixed in- 
comes such as profits) was abandoned, 
and a uniform rate of 18 per cent was 
Et - 
fective rate uniformity has been viti- 


established for all types of income. 


ated, however, by introducing excep- 
tions for earned incomes and lower in- 
comes, and preferential rates for capital 
De- 
spite the real (as opposed to personal ) 


gains realized over a long period. 


character of the proportional tax, de- 
ductions for family status are granted 
here too, and a minimum amount of in- 
come is exempt. Uniformity of the in 
come tax is further impaired by the 
fact that the proportional tax differs 
from the surtax in geographical scope. 
Che former is assessed, according to the 
criterion of origin, on income earned in 
France; the surtax preserves this prin- 
ciple, but in addition takes into account 
the domicile and also, as in the United 
States, the nationality of the recipient. 
This income tax system must be con- 


demned for its excessive complication, 
for its unequal division of the burden, 
and for its immoderate demands on the 
taxpayer who is willing to fulfill his 
fiscal duty fairly. 
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First, as to its excessive complication, 
the dual character of the tax disturbs 
and 
difficult 
are taxed in proportion to their actual 


taxpayers makes administrative 


control since some taxpayers 
income, others are taxed on an estimate 
still 


Not only has tax 


based on external indicia, and 
others are exempted. 
exemption of interest paid on the pub- 
lic consolidated debt been maintained in 
France (it has been almost completely 
eliminated in the United States on fed- 
eral debt), but the burden of the pro- 
portional tax has been shifted by law 
from wage earners to employers as an 
indirect method of allowing a wage in- 
crease. Farmers, as a group, have also 
benefited from the indulgence of the 
tax administration; while they dispose 
of 30 per cent of national income, they 
contribute only 10 per cent of the pro- 
portional tax and only 2 per cent of the 
surtax.” Moreover, it should — be 
pointed out that in France, in contrast 
to the United States, imputed income 
on farm products consumed on the 
farm and imputed rent on owner-oc- 
cupied houses are taxable in principle. 
Another group, craftsmen (artisans) 
who do not employ wage earners, also 
benefit from a special form of fiscal in- 
dulgence; up to 420,000 craftsmen are 
allowed a preferential income tax rate 
and in addition pay no production tax 


or license rates (patente). 


"In the United States the proportions are about 


the same, farmers contribute hardly 2 per cent of 


tax revenue but account for almost 10 per cent of 


national income In Germany, tarmers pay barely 


100 millon marks im mmcome tax, though total re 


enue trom the individual income taX amounts to 2 


billion marks, Ware carners excluded 


NATIONAL TAX JOURNAL 


| Vor. VI 


As a 


ous exemptions and preferential rates,’ 


consequence of these numer- 
it has become necessary as budgetary 
expenditures have grown to concentrate 
the burden of increasingly heavy taxa- 
tion on the “ 100 per cent taxpayers,” 
1:Cs5 those who enjoy no preferential 
treatment and who are incapable of 
escaping the burden of taxation. These 
individuals have found that the defini- 
tion of taxable income has been con- 
stantly broadened for them. In con- 
trast, for example, to the United States 
where short term capital gains alone are 
taxed as ordinary income, France has 
made almost every capital gain subject 
to both the proportional tax and sur- 
tax. This gains currently 
made by going concerns, by individuals 
or incorporated businesses on liquida- 


includes 


tion or recapitalization, and by  in- 
vestors on securities under certain con- 
We have 
gone so far as to decide that when a 
business corporation makes advances to 
its shareholders or when the latter de- 


ditions, including bonuses. 


posit funds with the corporation, the 
repayments should be treated as taxable 
income. And it was not so long ago 
that capital gains on mergers and on the 


distribution of bonus shares were tax- 


able; they have since been exempted 
the 


in order to be 
made liable to a special type of capital 
taxation, 


from income 


tax 


Such mistakes in defining income, 
judged in terms of the views currently 
held by economists and lawyers, finally 


‘We cannot examine here the question of loop 


holes and tax frauds, which are as 


important in 
France as in the United States, at least with regard 


to lawful avoidance 
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destroy the morale of taxpayers who 
are left to make up for the reduced 
share of privileged taxpayers and de- 
frauders. 
tion of distributed profits,” the con- 


Apart from the triple taxa- 


scientious taxpayer may complain that 
in France the 60 per cent or 70 per cent 
surtax ceiling rate is reached at the 6 
million francs income level, while in the 
United States an approximately com- 
parable ceiling rate is not reached until 
an income level that is roughly equiva- 
lent to 80 million francs. We must ad- 
mit that a tax which has its center of 
gravity in a minority of incomes is not 
acceptable, 

Disequilibrium also characterizes the 
local tax When 
adopted the personal or quasi-personal 
form of income tax after World War 1, 


situation, France 


the national government turned over to 
local authorities its main real taxes on 
These included: two taxes on 
(impots fonciers); license 
duties on business firms (patente des 
fonds de commerce); and a tax based 


income. 


real estate 


on estimated rental value of dwellings 
(contribution mobilicre). A legal fic- 
tion has developed according to which 


the central government is still supposed 


to collect these taxes, but local author- 
ities are now allowed to add certain per- 
centages (centimes additionnels) to the 
“ principal” or base amount which the 


state formerly collected. It has not 


been possible, however, to increase local 
taxation while the central government 
was increasing the burden imposed on 
certain groups of taxpayers; as a re- 


See above, p. 2 


“One should not be too critical of the insufhcient 


yield of the French income tax, as it has to compete 


' 
with social security contributions which in France 


absorb some 12 per cent of national income, much 
Britain and still much 


United Stat 


more than in Great more 


than in the 


TAXATION 


IN FRANCI 


sult, local taxation has not kept pace 
with the evolution of wealth. Local 
taxes have remained almost stationary, 
in spite of monetary depreciation, and 
now provide barely 10 per cent of the 
tax revenue of larger cities as against 
more than 50 per cent formerly. In 
these circumstances it has become neces- 
sary to give local authorities a share of 
the turnover tax, the tax which has as 
sumed such a predominant place in the 
national budget. Thus competition be- 
tween the central government and the 
COMLMMUNCS for tax revenue has been ex- 
tended to a new domain, that of in- 


direct taxation. 


The Indirect Production Tax and the 
Ouestion of Productivity 


Originally, France had a turnover 
tax of the cumulative type. Each suc- 
cessive sale was taxed at a rate of 2 per 
cent, and as a consequence, tax pressure 
on prices varied directly with the num- 
ber of transactions involved in the pro- 
duction process. The tax stimulated 
vertical integration by giving large in- 
tegrated concerns an advantage over 
family businesses which are so typical 
of the French economic structure and 
which, owing to size, normally special- 
ize on one step of the production proc- 
ess. As early as 1936, therefore, France 
replaced the cumulative tax with a 


chiffre 


@affaires) applied at the end of 


single tax (fave unique sur le 
the 
former 


production process. Later, the 


multiple tax was revived at the moder- 
ate rate of | per cent (higher for verti- 
cally integrated concerns) and extended 
to distribution transactions. The tax 
was then increased as local authorities 
were allowed to graft additional rates 
on the 1 per cent national tax; in cer- 
tain these additional rates 


Cases sur- 
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passed 1.5 per cent. Currently, the 
whole complex of national sales taxes 
supplies about 45 per cent of France’s 
normal budgetary resources and 50 per 
cent of, what are strictly speaking, tax 


receipts. | 

From a technical point of view, 
numerous criticisms may be directed at 
the sales tax structure, apart from cur- 
rent arrangements for sharing tax re- 
ceipts and the pyramiding effect of the 
production tax. In applying the pro- 
duction tax it is difficult to determine 
where industrial processing ends and 
distribution begins; all of the ingenuity 
of specialists has been required to clas- 
sify operations such as grading, packing, 
and commercial presentation of prod- 
ucts. Prior to 1948 semi-finished goods 
circulated tax free, and collection of 
the tax was suspended until the final 
that year, 


however, it was decreed that part of the 


stage of manufacture. In 
production tax should be paid at earlier 
stages in the production process, in a 

Fur- 
widely. 
The standard rate of the production tax 


manner to be described below. 


thermore, rates have varied 


has been raised from its initial 6 per 


cent to 15.35 per cent, including two 
additional rates reserved for social and 


cultural purposes. On the other hand, 


certain items (like coal, gas, electricity, 
and water) have been favored by re- 


ducing the rate to 6.35 per cent. 


 birst draft of the budget 
Pram 
Income tax 
Faxes on wealth 
Consumption duti 
Sales taxes 
Miscellaneous 420 


According to these estimates, the income tax rep 


resents | per cent, sales taxes 46 per cent, con 


sumption duties 12 per cent, and miscellaneous taxes 


11 per cent of total budgetary tax resources 
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In additional to the production tax, 
which is imposed only on physical out- 
put, there is a 5.8 per cent tax on re- 
This 


tax is cumulative, imposed on every 


ceipts from the sale of services. 


sale, like the general turnover tax." 
The superimposition of different sales 
tax rates has not been accomplished 
without administrative difficulties, and 
it is not surprising that fraudulent sales 
without invoices currently amount to 
hundred _ billion The 


government has attempted to check 


several francs. 
such sales and simplify administrative 
control with a new regulation (June 1, 
1953) which obliges wholesale dealers 
to keep coupon books (carnet d’achats) 
in which are recorded the names and 
addresses of retailers or buyers and 
other sales particulars. 

There is a grave objection to the 
single-stage production tax from an 
economic point of view, and this is 
largely responsible for recent reform 
proposals. Not only does the tax, by 
means of exemptions, favor obsolete 
types of enterprise like those of artisans, 
but it also creates an unfortunate dis- 
crimination against capital-using proc- 
esses of production. Thus it has handi- 
capped technical progress in France and 
seriously affected productivity. 

The production tax reaches not only 
the end product of the industrial proc- 
ess, consumer goods, but also  inter- 


mediary, producer goods. Under the 


11 The system is further complicated by the fact 


that certain consumption duties (on beer, mineral 


waters, cards, etc.) have been replaced by additional 
rates of 4 and 25 per cent superimposed on the 
single-stage production tax. Moreover, as noted in 
the text ibove, a cumulative transaction tax is col- 
lected independently of the single-stage tax at the 
rate of I per cent, this rate being appreciably in- 


creased for integrated distributive businesses. 
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1948 reform, which spread tax collec- 
tion to firms ahead of the final proces- 
sor, each manufacturer computes the 
production tax on his total sales but is 
allowed to credit the production taxes 
The 


French legislature has stipulated, how- 


already paid on his purchases. 


ever, that the tax credit 1S only per- 
mitted for goods which are physically 
embodied in the manufactured product. 
Asa result, goods not embodied in the 
product are taxed twice: once when 
they are acquired, and secondly, to the 
extent that they influence price, when 
the manufactured product is sold. In 
vestment goods, for example, are taxed 
when purchased and again on the de- 
preciation component of product selling 
prices. Labor costs, on the other hand, 
are taxed only once. 

Taking into account the incidence of 
other taxes, costs in French manufac- 
turing firms are artificially increased by 
almost 25 per cent compared with costs 
in other countries like the U. S. S. R., 
Great Britain, Canada, and, subject to 
certain reservations, the United States 
where this taxation does not exist.'” 

12 The United 


cause, although 


States may be an exception, be 


there is no federal sales tax, most 
Thus 


in the report on the financial problems of New York 
City: 


states and some large cities have sales taxes 


pe {I he retail sales tax ] reaches only those busi 
ness expenses that are for the purchase of things 
that happen not to be embodied physically in 
final consumer goods. This is an arbitrary dis 
tinction trom the cconomic point ot view, and 


tends to force business firms to avoid certain 


kinds 


would otherwise be the most efficient. It favors 


kinds of outlay, though these particular 
the type of business whose expenses happen to 
be the untaxed kind A business that uses 4 


great deal of direct labor rather than a great 
deal of machinery is given a preferred position, 
for its purchase of labor (payroll) is not sub 
ject to the sales tax, while on any purchase ot 
machinery it must pay a 3 per cent tax.” 


(Robert M. Haig and Carl S. Shoup, The Financial 
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Finally we must note several minor 
technical disadvantages of the French 
production tax. Products which neces- 
sitate numerous purchases of personal 
services for their processing are bur- 
dened by the special cumulative tax to 
which services are subjected; like fuel, 
services are not physically “ embodied ” 
in finished goods. Also, firms which 
happen to produce their own equip- 
ment are treated for tax purposes like 
firms which purchase equipment; al- 
though there is no actual purchase, they 
bear the tax under the principle of de- 
livery to oneself. 

All of these complications would dis- 
appear if a deduction were permitted 
for the value of any good and service 
acquired by the entrepreneur in order 
to carry on production, instead of de- 
ductions only for goods that are physi- 
cally embodied in the final product.'’ 
This change lies at the heart of the re- 
form project which would change the 
French production tax to a tax on 
value added and simplify the indivi 
dual income tax system. 


Problem of the City of Neu 
pp. 195-96.) 
If it 


taxation of 


York, New York, 195§2, 


is to be inferred that the principle of double 


investment goods is the same in the 


United States as in France, its consequences on pro 


ductivity are much less serious, however, for two 


reasons: national tax at a rate of 16 per cent in 
France, local tax at a rate of 3 per cent in New 


York City; 


United States than in France 


13 The 
cially 


Union: 


considerably higher productivity in the 


overtaxation of investment goods Is esp 
| 1 
grave within t framework of a PF uropean 


in order to diminish it, all the prospective 
should 


first of all adopt a comparable system of taxation on 


member-countries within a Furopean Union 


sales. Even before the first step towards the Union 
Steel and Coal Com 


had to recognize the fact that 


was completed, the Eure pean 
munity exports of 
these products would be subjected to the indirect 
taxes in the importing country On this occasion 
the French taxes on sales, other than the production 


taxes 


tax, appeared as heavy as all the German sales 


ther 
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PECHINICAL AND POLITICAL CONDITIONS 


FOR REFORM 


Criticism of the French tax system is 
focused on the personal income tax and 
on the complex of sales taxes, since it 1s 
generally agreed that better coordina- 
tion of national and local taxation is 


needed, 
The Major Tendencies of the Reform 
Projects 

Since the décret-loi of December 9, 
1948, made to 
simplify the personal income tax, to 


great effort has been 
adapt sales taxes to the requirements of 
greater productivity, and to work out 
a division between state and local taxes. 
These efforts are reflected in official 
government projects: one of October 
31, 1952 submitted by Mr. Pinay’s 
Cabinet and rejected by Parliament; one 
of March 6, 1953 supported by Mr. 
Mayer’s Cabinet and rejected by the Fi- 
nance Commission. 

Towards the unification of the per- 
sonal income tax. It will be increas- 
ingly dithcult and hardly worthwhile in 
the long run, considering the rather 
limited place taken by the income tax 
in the national budget, to attempt to 
maintain the complicated dualism of 
the proportional tax and the progres- 
sive tax. As explained above, the dif- 
ference between these taxes has already 
been lessened by the reform of 1948 
eliminated the eight income 


(land 


entrepreneurial 


which 


schedules and house income 


value, profits, non- 


entrepreneurial benefits, farmers’ prof- 


its, Wages and salaries, interest, and 


dividends), and consolidated them as 
total income subject to the proportional 
tax. But unfortunately the autono- 


mous character of the income schedules 
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has reappeared: first, wage earners were 
exempted under the circumstances de- 


4 then rate discrimina- 


scribed above; 
tion was reintroduced in favor of some 
types of income, notably capital gains 
and income of labor which was still 
taxable (professional fees and carnings 
of craftsmen).'° The attempts in the 
first reform plan to use an arbitrary 
method of estimation for agricultural 
earnings and profits of smaller manu- 
facturing and distributive firms un- 
fortunately mark 


from the tendency towards unification 


another departure 
of the rates and bases of taxation.'" 

A decisive step toward unification of 
the two personal income taxes 1s being 
made in the second draft of the reform 
law. The basic problem is to lay the 
groundwork for ending the autonomy 
of proportional taxation. Ultimately, 
all incomes would be subject to the 
tax, and 


earnings of labor and capital and, if 


single progressive personal 
possible, of property and land would be 
taxed at their source. Those who re- 
ceive such income would prepay their 
current tax on the basis of the preced- 
ing year’s income. Thus the propor- 
tional tax at 18 
longer be a separate tax in itself, but 


per cent would no 


simply a means of “ paying as you 
earn” for the sums due on the single 
progressive personal tax. 


5) 


M4 See above Page 276 


15 j arnings of labor at the present moment, how 


ever, appear more stable than certain ¢ ipital earn- 


nS which are affected by monetary de preciation 


16 For the taxation of farmers (who have con 


stantly benefited from the tax administration's in- 


dulgence), this project goes back to the method of 


estimation by the valeu locative cadastrale (that 1S, 


value of land as estimated by the 


Land). 


the annual rent 


Government's Survey of Industrialists and 


\ 
tradesmen whose trade amounts to less than 10 mil 
lion frances per year would be taxed according to a 


coethcient applied to sales in order to estimate proht. 
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Taxation at source could be com- 
patible with personal allowances (guar- 
anteed minimum standard of living, 
family charges, etc.) as in the United 
States and in Great Britain; in particu- 
lar, provision could be made for in- 
dividuals who are wholly or mainly de- 
pendent on wages or salaries. As for 
the withholding rate, it might vary ac- 
cording to the nature of the income; 
and if the final amount due under the 
single tax were less than the amount 
withheld, a repayment to the taxpayer 
could be made or the excess payment 
could be carried over in the taxpayer’s 
Articles 25 to 28 of the 
Mayer Government’s tax reform. bill 


account. 


would require employers to retain the 
tax on the wages currently subject to 
the progressive surtax, the amount of 
the tax being estimated by means of 
tables made available by the tax ad- 
ministration, Similarly, taxpayers with 
incomes derived primarily from sources 
other than wages or salaries would be 
required to 
(acomptes) on the surtax estimated to 


pay three installments 
be due on these incomes, each install- 
ment being equal to a quarter of the 
surtax on the preceding year’s income. 
The balance would be paid at the be- 
ginning of the following year after the 
declaration of total income to the in- 
Thus the Mayer 
Government has made large strides to- 


come tax collector. 


ward unification by introducing a pro- 


posal for taxation at the source and pre, 


payment of the surtax. 

If the evolution initiated in these re- 
form projects is completed and the 
progressive surtax becomes a single in- 
come tax, the principle of equal treat- 
ment of all taxpayers under the law 


will be restored. As already noted, this 
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principle is not observed at’ present. 
Wage earners, even though subject to 
the surtax, are exempted from the pro- 
portional tax levied on other categories 
of taxpayers. Employers are clearly 
substituted for wage earners since they 
are required to pay a flat-rate tax 
amounting to § per cent of their pay- 
roll. The state pays a similar tax on 
the salaries of civil servants. It is pos- 
sible that the economic result would be 
much the same if employees actually 
paid a tax corresponding to the em- 
tax, the 


But from a 


ployer’s payroll owing to 
mechanism of tax shifting. 
moral point of view the practice is in- 
admissible, and from the point of view 
of tax efficiency it is regrettable that an 
important category of taxpayers escape 
the proportional tax. 

The 


project have not pressed for complete 


authors of the second reform 


unification. For the time being, the 
proportional tax would be maintained 
side by side (and therefore in competi- 
tion) with the surtax, but a reduction 
of the rate of the proportional tax 
(from 18 to 16 per cent in principle) 
and also of the surtax is envisaged. For 
three years surtax rates would be fixed 
at only two-thirds of the normal rates 
and thereafter at 80 The 
lower however, 


per cent, 


rates of the = surtax, 


would be offset in expansionary periods 


by collection at the source and prepay- 


ments. 

Whether the initiated reform would 
lead to unification of the personal in- 
come taxes or not, we think it would be 
preferable to maintain or even increase 
the rates of a single surtax rather than 
to lower rates on two taxes which con- 
tinue side by side. Greater utilization 
and personalization of the national in- 
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come tax would make it possible to 


place three real income taxes at the in- 


dependent disposal of local authorities. 

While we await the present Govern- 
ment’s new draft for a local finance re- 
form plan, the project of Mr. Pinay’s 
Government indicates the administra- 
tion’s views on the subject. The plan 
includes the suppression of more than 
twenty taxes and duties and delegates 
to the local authorities three real taxes 
in addition to the transactions tax: (1) 
a land tax based on the rental value of 
houses and other property, and eventu- 
ally subject to frequent revision by 
means of the application of “ coefh- 
cients’; (2) a tax on dwellings (fave 
habitation) levied upon all those hav- 
ing a dwelling place at their disposal; 
(3) taxes on manufacturing, distribu- 
tive, and agricultural industries—a li- 
cense duty (fave professionnelle) for 
manufacturers and distributors based 
upon the nature of the activity, the 
rental value of buildings and equip- 
the 


etc.$ 


ment, number of workers em- 


ployed, the license duty for 
farmers (who until now have escaped 
the fave professionnelle and the so- 
called patente) would be based upon 
the rental value of their property as 
estimated by the Government Land 
Survey. 

The tendency, therefore, is towards a 
logical division of direct taxation be- 
tween the state, which will concentrate 
more and more on taxation of personal 
income, and the départements and com- 
munes, which will be given the real in- 
come taxes which appear more appro- 
priate to them, It will also be possible 
to leave the single production tax to the 
state and turn over the exclusive benefit 
of the transactions tax to the local au- 
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thorities, the first being a single-stage 
tax while the second remains to some 
extent a cumulative tax. 

Towards a rationalization of the sys- 
tem of sales taxes. Leaving aside the 
single-stage special taxes on meat and 
on soft drinks, the Government is lean- 
ing toward use of a general sales tax 
based on the principle of value-added. 

The main preoccupation of those 
who have to obtain Parliament’s ap- 
proval of reform plans is to put an end 
to the burdensome double taxation of 
producer goods and the use of personal 
services during the process of produc- 
tion. The reform plans would accom- 
plish this by a national value-added tax 
(taxe a la valeur ajoutce) ata rate of 
20 per cent, but reduced to 9 per cent 
for coal, gas, electricity, water, certain 
fertilizers, and other products. The 
tax would fall on sales made by pro- 
ducers, wholesale dealers, and building 
contractors, and from start to finish, 
products would circulate subject to a 
tax on the increment in value acquired 
from one processing stage to another. 

While accepting the value-added 
principle, French reformers have added 
many qualifications. 
of the tax would end at the stage of 
wholesale distribution, not retail as in 
former proposals, in order to avoid ex- 
erting too much pressure on_ prices. 
This provision has the further advan- 


First, application 


tage of simplifying the collection prob- 
lem, since supervision of the many re- 
tailers has proved to be rather difficult. 
Secondly, ability to deduct the amount 
of tax paid at the previous stages would 
be limited, thouzh this ability is part of 
the very essence of a tax on value- 
added; taxpayers would be allowed a 
tax credit for purchases of equipment 
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goods and other materials which are not 


physically embodied in the product as 


well as their purchases of material em- 
bodied in it, but only up to 50 per cent 
of the amount of the tax paid on such 
purchases. This qualification is made 
in order that the tax yields should not 
be too seriously affected by complete 
application of the principle of deduc- 
tion.’? Finally, entrepreneurs who are 
liable to the tax on value-added would 
be permitted to deduct the full amount 
of taxes which have fallen on services 
purchased. 

According to the scheme for divid- 
ing tax sources, the national govern- 
ment would reserve for itself the value- 
added tax and a tax of 6.5 per cent on 
the sale of services, rentals, etc., and 
would turn over the whole use of the 
tax to local 


cumulative transactions 


bodies. At present the latter merely 


obtain a share of such revenue by means 
of a rate superimposed on the national 


tax. The new fave locale would fall 


only on retail sales made by tradesmen 
or industrialists (and no longer on the 


wholesale dealers), rentals, transport 


charges, construction, house repairs, 


etc., and the rate would be fixed in gen- 


eral at 1.75 per cent. ‘There would be 


a 0.15 per cent surtax in favor of di- 
partements, and the communes in their 
turn would be authorized under certain 
circumstances to increase the main rate. 
An equalization fund would be estab 
lished for smaller communes where the 
yield of the tax would be so small that 
they would be at a disadvantage. 


17 Complete deduction, however, will prevail after 
| 


a limited period of time; thus an end will be put to 


the tax penalty on investments From now on, d 
ductions will be raised to 75 per cent in favor of 
metallurgical companies hich are subject to the tax 


levied by the I iropean Steel d Coal Commur 
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Thus, although present plans stop 
short of ultimate logical conclusions, 
they do represent obvious progress in 
comparison with the hopeless complica- 
tion of the present system. In_ these 
circumstances how can we account for 
Parliament’s systematic opposition to 


reform? 
The Political Obstacles to Reform 


The problem of reforming state tax- 
ation has existed since World War Il, 
while reform of local taxation has been 
an open question since World War I. 
It is to be wondered whether French 
democracy is compatible with a new 
distribution of the burden of taxation 
—in the last analysis it comes down to 
that—taking for granted the adamant 
attitude of groups representing  sec- 
tional interests, in particular the unions, 
farmers, civil servants, not to mention 
others. 

Since a recent Government would not 
accept the responsibility for raising 
wages and salaries, despite the increase 
in the cost of living, the earnings of 
labor had to be freed from the normal 
(proportional) tax. Though employers 
were compelled to pay a compensating 
§ per cent payroll tax, a gap was 
thereby created within the system of 
the proportional tax. This is a matter 
of concern as the mechanism of taxa- 
tion at source has lost its main raison 
d’. ‘tre. 
introduce the same system of taxation 


The government attempted to 


at source in the surtax, to which, in- 
cidentally, wage earners and civil serv- 


ants are more and more liable.'* In 


1 1 
mm Na not been ra 


ng with the increase in the cost of living d 


netary depreciat m, an ever-increasing mur | 
! 
¢ of the 


workers come within the pro 


which starts at abour 
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vain is it argued that it is in the wage 
carner’s interest to pay the tax month 
by month as income is earned instead of 
paying en bloc at the end of the cur- 
rent year, perhaps at a time when an in- 
dividual might experience unemploy- 
ment or some other hardship. The rep- 
resentatives of labor in Parliament 
pointed to the involved acceleration of 
the surtax collection in order to refute 
taxation at source. In addition, they 
would not agree that the employer 
should eventually be given information 
about other income of employees, SO that 
he might withhold taxes on total in- 
come rather than wages alone. 

The salary and wage earners, main 
victims of the surtax,'” forget that they 
are no longer subject to the propor 
tional tax and take the farmers’ lack of 
a sense of tax responsibility as justifica- 
tion for their opposition to the reform. 
The unions are even suspicious of the 


diminution of rates; they consider it a 


deal to induce wage earners to accept 


taxation at source, which is more drastic 
The 


farmers, on the other hand, urge that 


than taxation on declared income. 


their American or German counterparts 
do not pay more income tax than they 
pay themselves, forgetting, however, 
that the French budget finances part of 
the agricultural welfare (social secu 
rity) benefits, which in manufacture 
and trades are supported primarily by 
the employers and workers themselves. 


When 


the abuses involved in rather arbitrary 


an attempt is made to combat 
estimation of taxable agricultural prot- 
its, the farmers reply by saying that 
two million small tradesmen and indus- 

” Though theit share in national imcome is css 
than 60 per cent, their salaries and Wages account 


for 70 per cent of income subject to t 
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trialists also take advantage of the same 
tax procedure. Also the civil servants, 
who have grudgingly accepted the abo- 
lition of rigid compartmentation of the 
tax administration (there formerly ex- 
isted separate revenue services for direct 
taxation, indirect taxation, and stamp 
and excise duties) and who are in part 
hostile to unified control of all tax as- 
sessments, plead for the advantage of 
leaving things as they are rather than 
upsetting the methods of assessment, 
collection, and control. 

It should be added that the taxpayer, 
through his spokesmen in Parliament, 
has made clear his unfavorable opinion 
of the tax administration’s attempt to 
The 


taxpayer is afraid that an insatiable de- 


accelerate income tax collections. 


mand for revenue, in the face of his 
rapidly increasing personal needs, will 
end in demands for taxpayer advances 
to the 


present 12-18 months lag in collection. 


on tuture income, in contrast 


It is undeniable that the recent reform 
projects create that impression. 

The same suspicion hangs over the 
production tax, which for a time fell 
due at the last stage of the production 
and the 
but is now paid bit by bit at each stage. 


process distribution process, 
Will not collections be further accel- 
erated, and what will the national gov- 
ernment do when it has anticipated cur- 
rent tax returns? 

This reservation being made, it is 
difhcult to understand the hostility of 
the French legislature to the technique 
of the value-added tax which has been 
recommended by specialists in France 
and in many other countries as the best 
form of indirect taxation and as the tax 
most suitable for the achievement of a 
uniform system of taxation in the Eu- 
ropean Union to come. 
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Discussions of the value-added tax 
National 


thrown light on another peculiarity of 


within the Assembly have 


our present democratic system—the 
abuse of abstract reasoning in the face 


The 


left-wing parties have argued in Parlia- 


of concrete practical problems. 


ment that in a value-added system of 
taxation the whole burden would fall 
on wages, since double taxation of in- 
vestment goods and the supply of per- 
sonal services would be eliminated. 
Since every inter-enterprise purchase and 
every addition to value coming from 
outside the firm (raw materials, equip- 
ment, personal services) would be ex- 
empted from the tax base, only wages 
and a small part of profits would ac- 
tually be taxed. it is argued that wages 
which are incorporated in cost prices are 
already overburdened because of the 
incidence of contributions to the Na- 
tional Insurance Program and of the in- 
come tax. 

This abstract reasoning, which is not 
without a demagogic flavor, takes into 
consideration only the point of impact 


of the tax and neglects the mechanism 


of shifting. Since the tax is included 


in prices, it is no longer the wage 
earners but the consumer, and some- 
times indirectly the entrepreneur, who 
support the tax. 


CONCLUSION 


The income tax has never been popu- 
Jar in France. Caillaux’s system of per- 
sonal income taxation has, in fact, been 
altered somewhat by partial return to 


the opposite system of real taxation; 
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determination of taxes by approxima- 
tion (a forfait) and external indicia 
(s7gues extéricurs de richesse) proved 
The 


proportional tax, which should be sacri- 


to be a deeply rooted tradition. 


ticed to the progressi\ e surtax from a 
logical point of view, stands side by side 
with the latter, and the progressive tax 
has remained, after all, a secondary tax. 
In the whole system of taxation both 
personal and corporate income taxation 
produce barely one-third of total rev- 
enue. 

An unequalled opportunity has now 
been offered to the French Parliament 
to give the tax system the equilibrium 
for which it has been searching for 
more than thirty years. The sales tax, 
called an indirect tax by virtue of an 
obsolete classification, when modified to 
utilize the principle of value-added 
would be brought nearer to the direct 
income tax, in the sense that, if it does 
not fall on net profit, at least it falls on 
value-added which is to be compared 
with gross profit. If this tax were to 
be applied not counter to, but in favor 
of, investment, its predominant  posi- 
tion within the French tax system could 
not be criticized, even though the tax 
might have some repercussions on wage 
rates (which has yet to be proved), 
since an increase in equipment and pro- 
ductivity remains the basic condition 
for the prosperity of French industries 

provided that this tax became the 
kind of income tax which best suited 
the traditional French character, and if 
it was eventually adopted as the top 
ranking European tax. 





KQUITIES IN THE FINANCING OF FEDERAL 
OLD-AGKE AND SURVIVORS INSURANCE 


JOHN R. 


ower emphasis on expanding and 
revising the Federal Old-Age and 
Survivors Insurance program raises 
some interesting issues about compara- 
tive equities in taxation for social in- 
surance. Unfortunately, the questions, 
although fairly clear in themselves, are 
obscured by the actuarial form in which 
they are expressed in writings on the 


subject. 


When the Social Security Act was 
passed in 1935, it provided for a sched- 


ule of retirement benefits which de- 
pended on (1) employee earnings up to 
a maximum of $3,000 a year and (2) 
extent of employment in covered in- 
dustry. The old-age insurance tax was 
imposed on employee earnings up to 
$3,000 a year, half to be borne by the 
employee and half to be paid by the 
employer. Approximately 60 per cent 
of the labor force was covered, the 
most notable exemptions from coverage 
being the self-employed, agricultural 
and domestic workers, and government 
employees. 

Although benefits were computed on 
the basis of earnings, the formula was 
weighted in favor of the lower paid em 
ployees. Asa result of this feature, the 


Examiner, U. § 


member of the 


Phe author is a Budget Jureau 
of the Budget 


Columbia Bat 


and a District of 


The 


and do not 


OPIMions expressed by the au 


} 1 
are his own necessarily reflect the 


» Federal Gover 


nment 


STARK 


lower paid worker tended to “ get more 


”» 


for his money ” in terms of retirement. 

This “ social” aspect is what usually 
distinguishes private insurance from so- 
cial Benefits for 
worker do not depend solely on_ his 
premiums and those paid on his behalf 


The proportionality 


insurance. each 


by his employer. 
between premiums—if one may de- 
them —and benefits is 
tempered to accord with some social ob- 


scribe as such 
jective, like providing all covered em- 
of 


should 


floor protection 
be noted, 


however, that with the exception of 


ployees with a 
against want.’ It 


this social weighting and the ceiling on 
the amount that could go to an indi- 
vidual family, the program originally 
was set up on an insurance basis, with 
taxes 
often called) related to earnings. 


(or contributions as they are 


The program as enacted was criti- 
cized by many people because it re- 
quired a long period of contribution by 
employees as a precondition of cligibil- 
ity, 
tection for the man who was getting 


It thus failed to provide any pro- 


along in years at the time of enactment. 
Because of this dissatisfaction, amend- 
ments were passed in 1939 making it 
much easier for older workers to attain 
eligibility. 


1 President | ruman on numerous OC. asions re 


prim irily intended to 


ferred to old ave insurance a 


serve such a purpose 
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In 1950, the was again 
amended to extend coverage to some 10 


million additional people and to provide 


program 


even more liberal eligibility conditions 
for older workers. Specifically, it was 
provided that any person who worked 
in covered employment for half the 
time between 1950 and the date of his 
reaching sixty-five years of age could 
The 


minimum period of service was set at 


qualify for retirement benefits. 
SiX quarters. Thus, to take an extreme 
case, a person who was sixty-three and 
a half years of age or older in January, 
1951 and who worked in covered em- 
ployment for the next six quarters 
could receive benefits based on his aver- 
age earnings for the period. Assuming 
his earnings averaged $300 a month, he 
would be entitled, upon retirement, to 
benefits of $80 a month for life on the 
basis of payroll contributions (includ- 
ing his own and those of his employer) 
amounting to approximately $160.* 
This kind of “ windfall” is available 
to millions of employees in greater or 
less degree, depending upon the age of 
the employee in 1950. Eventually, the 
advantages of the for 
older employees will wash out as the 


“new start” 
distance in years between 1950 and the 
Mean- 


while, however, it represents a cost item 


date of retirement increases. 


that must be defrayed in one way or 


another. To understand its implica- 


tions, it is necessary to go into the ac- 


“In the interest of completeness and technical ac- 
curacy, it should be mentioned that thg 1950 amend- 
benefits and increased the ceiling 

Moreover, 
date of 
periods of coverage 


he main 


ments also raised 


on taxable wages to $3,600 in counting 


time between 1950 and the retirement, em- 


ployees are permitted to apply 


prior to 1950 In the interest of bringing t 


issues into focus, I have included such data in 


the text. 


tuarial basis of the program. 

As now constituted, the Old-Age and 
Survivors Insurance covers 
about 80 per cent of the gainfully em- 
ployed individuals in the nation, in- 


cluding a substantial section of the self- 


system 


It provides retirement bene- 
for 


employed. 


fits in the nature of annuities 


covered employees over sixty-five who 


retire, survivorship benefits to the de- 
pendent wives and children of covered 
workers who die, and lump-sum death 
benefits. Retirement benefits vary 
from the minimum of $25 a month for 
any retired worker meeting the mini- 
mum service requirements (plus $12.50 
for his wife if she is over sixty-five) to 
$85 for a worker with full coverage at 
wages of $300 a month or more (plus 
$42 for his wife). Within these limits, 
the benefits received depend on average 


and 


However, as 


earnings length of coverage. 


indicated above, older 
workers are partially exempt from the 
length of coverage requirements. 

The 1950 amendments made the pro- 
gram more expensive, and Congress 
therefore found it necessary to enact a 
new and higher schedule of taxes, 
which, as now constituted in the law, is 
intended to defray the cost of the pro- 
gram in perpetuity. It was recognized, 
of course, that long-term cost estimates 
for a huge social insurance program are 
subject to so many imponderables that 
they are tentative at best. Asa result, 
the congressional committees indicated 
that adjustments should be made as 
warranted by experience. If estimated 
costs outrun projected receipts, payroll 
taxes may have to be increased; on the 
other hand, if estimated receipts run 
ahead of disbursements, the benefits can 


be raised. Because the latter conditions 





288 


occurred between 1950 and 1952, bene- 
fits already have been raised by ap- 
proximately $5 each month. 

It is interesting to examine briefly the 
way in which the long-term cost esti- 
Actually, two esti- 
mates were prepared: a high estimate 


mate was reached. 


which assumed a rapid increase in the 
aged population, a high rate of retire- 
ment, and increased longevity; and a 
low estimate which assumed a relatively 
slow growth in aged population, a low 
retirement rate, and a shorter life span. 
The two sets of figures were then aver- 
aged to provide an intermediate cost 
estimate which then became the basis 
for determining the schedule of taxes. 
In setting the tax rates, it was also neces- 
sary to make assumptions as to the level 
of future payrolls, since these are the 
determinant of tax receipts.” 

On the basis of the intermediate cal- 
culation it was estimated that the level 
the 
slightly more than 6 per cent. For pur- 


premium cost of program) was 
poses of this article, it will suffice to use 
that figure rather than a more exact 
one. This means that a 6 per cent tax 
rate on covered payrolls would finance 
the program in perpetuity (assuming, 
of course, the accuracy of the cost and 
The aggregate 
cost of benefits, measured as a percent- 


payroll projections). 


age of payroll, was estimated to rise 


‘Por a detailed disc ussion of assumptions govern 
ing payroll projections and long-term cost estimates, 
see Twelfth Annual Report of the Board of Trustees 
of the Federal Old-Age and Survivors Insurance 
Trust Fund. Senate Doc. No. 120, 82nd Congress, 
2nd Session. See also, Actuarial Cost Estimates for 
the OASI System as Modified by the Social Security 
Act Amendments of 1950, prepared for the use of 
Ways and Robert J. 
Actuary to the Committee, dated July 27, 


These appear in the hearings on the amend- 


the Committee on Means by 
Myers, 
1950. 


ments. 
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from a level of 2 per cent in 1950 to 8 
per cent in the year 2000. A level pre- 
mium rate of 6 per cent in perpetuity 
would permit accumulation of a reserve 
in the early years, the annual interest 
on which would amount ultimately to 


Added 


to the 6 per cent payroll tax, the in- 


2 per cent of covered payroll. 


terest income would bring total annual 
revenues up to 8 per cent of payroll, 
which, as indicated above, was deemed 
sufficient to finance the program com- 
pletely. 

Because of congressional reluctance 
to jump immediately to a 6 per cent 
combined rate, the law, as enacted, pro- 
vided for an initial rate of 3 per cent 
(1.§ per cent on employers and 1.5 per 
cent on employees) with periodic in- 
creases until the ultimate rate of 6.5 
per cent is reached in the year 1970. 
It is to be noted that this ultimate rate 
is higher by one-half per cent than the 
level premium rate. By reason of the 
time lag in reaching the full level pre- 
the 
would be somewhat smaller and the an- 


mium rate, reserve accumulation 
nual interest earnings thereon somewhat 
less than it would be if the 6 per cent 
rate had been imposed at once. In 
consequence, the ultimate rate had to be 
raised to 6.5 per cent to compensate for 
the lower interest. 

Chart 1 shows the projected financ- 
The dotted line 
represents tax rates as scheduled in the 


ing in graphic form. 


law and the black line represents benefit 
payrnents as a percentage of payroll. 
The present tax rate schedule provides 
for continuation of the 1.5 per cent 
rate on employers and employees until 
January 1, 1954. 
will remain at 2 


Thereafter, the rate 
per cent each until 


1960 when it will be increased again to 
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2.5 per cent. On January 1, 1965, it 
will go to 3 per cent and on January 1, 
1970 and thereafter 3.25 per cent. Be- 
ginning January 1, 1951, the effective 
date of for self-employed 
people, the rate of tax on self-employ- 


co verage 


ment income was set equal to one and 
one-half times the corresponding em- 
ployee rates. 

CHART 1 


EstiMatep FrepeRAL OLD-AGE AND 
BENEFIT PAYMENTS 


COMPARISON Of 
Survivors INSURANCI 
AND CONTRIBUTIONS, IEXXPRESSED AS 

A Percentace or Toran 


PAYROLL 


* Combined rate for employee and employer. 
Self-employed pay three-fourths of this rate. 

+ Average of low and high 
This is not necessarily the “most probable’ 
estimate 


eost estimates 


The 


vivors 


Bureau of Old-Age and Sur- 


Insurance maintains separate 


wage records for every covered em- 


ployee, and each time an employer 
makes a quarterly return, the earnings 
of his employees reported thereon are 
posted to the individual employee ac- 
counts. A lifetime earning record is 
kept for every covered employee, so 
that his 
computed upon submission of a claim 


benefit entitlement may be 
for either a retirement annuity or sur- 
vivor benefit. 

feature of the 


It is a clearly established 


program (1) that a 
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covered individual has a right to his 
benefit if he satisties the statutory re- 
quirements, and (2) that the earnings 
which constitute the basis for his con- 
tributions and those of his employer are 
credited toward /is benetit. 


At the same time, the tax payments 
are not entirely in the nature of insur- 
ance premiums, because there is no di- 
rect dollar for dollar relationship be- 
tween the retirement benefits available 
to a person and the taxes credited to his 
account. 


Because of the “ social in- 


surance ” weighting of benefits in favor 
of lower paid workers, they receive 
more for the 


Table 1 shows 


their money than do 


higher paid emplovees. 


the retirement benefit, and its percent- 


age relation to average earnings, for 
several salary levels. 


TABLE 1 


ReLATIONS HIP oF Fenersn Oup-Acre AND 


Survivors INsurance RerTimeMeNT 


Benerirs To Averace INcomt 


Pe reentage 

teplacement 
of Average 

learnings 


Primary 
Retirement 
Benefit 


Average 
Monthly 


earnings 


S100 $55.00 55% 
150 62.50 42 
200 TO.00 35 
250 77.50 sl 


300 S5.00 28 


There are other factors that operate 
to impair the proportionality between 
individual contributions and individual 


benefits. (Henceforth the concept of 


direct relationship between individual 


contributions and individual benefits 


shall be called the ‘ 


‘ individual insurance 


ef as al oO to be noted that bec ause retirement 4s 


precondition of eligibility, those who retire 


promptly at the age sixty-five receive more, in the 


aggregate, than those who defer retirement 
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basis.) One such factor is the pro- 
vision of additional allowances for de- 
pendents. <A_ retired gets an 
additional amount for his wife if she 


If a covered em- 


pe rson 


is over sixty-five. 
ployee dies, his wife gets a benefit only 
if she has dependent children, under 
eighteen years of age, in her care. 
These variations represent a type of so- 
cial weighting that is quite prevalent in 
social insurance and even some private 
group insurance. 

Another such factor is the credit for 
military service provided by the Con- 
gress. Provision has been made to 
count military service as service in 
covered employment, but there has 
been no concomitant provision for fi- 
nancing the cost of this credit. Ad- 
mittedly the cost will probably — be 
small, since most of the persons affected 
are younger men who will be contribut- 
ing for a lifetime to the program. The 
loss of contributions for their few years 
of military service will be relatively 
minor.” Nonetheless, it represents a 
cost burden that has to be borne by 
someone, in’ this case, the employees 
and employers who are paying taxes 
under the program. ‘To the extent that 
the taxes which are levied upon any in- 
dividual’s earnings help to pay the cost 
of “free”? military service credits for 
someone else, it represents a departure 
from the individual insurance concept. 

The “ windfall” given to older work- 
ers represents another departure from 
the pure individual insurance concept. 

’ Because of the new start provisions permitting 
covered persons to ignore periods prior to 1950 in 
World War II vet 


It can 


1 
computing their benefits, many 


erans will not take advantage of this credit. 


pe expected, however, that those who serve after 
I 


19S il receive the benefit of the credit 
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Moreover, it is one having much greater 
quantitative importance. To obtain an 
idea of the magnitude of this cost bur- 
den, it is necessary to make a compari- 
son between the estimated cost of pro- 
viding benefits to a group of workers 
who contribute over a working lifetime 
and the total cost of the system. As 
already indicated, cost is usually meas- 
ured as a percentage of covered payroll. 

The cost of providing benefits to life- 
-known in actuarial 
cost ’—is 


time contributors 

language as “the 
roughly 4 per cent of payroll.” In 
other words, if a system were devised to 
pay benefits comparable to those ayail- 
able under the Old-Age and Survivors 
Insurance system, but which, unlike 
Old-Age and Survivors Insurance, re- 
quired a full lifetime of coverage, the 


normal 


program could be financed at a level 
premium rate of approximately 4 per 
cent. 
with the level premium rate of 6 per 
cent, one can deduce readily that the 
cost of the system’s liberality to older 


By comparing the normal rate 


persons amounts to 2 per cent of pay- 
roll. Put another way, one-third of 
the total level premium cost of the pro- 
benefits to 


gram ** free” 


older people, which the younger worker 


represen ts 


is paying for through the medium of 
his own payroll taxes and those which 


his employer pays on his behalf on the 


basis of his earnings. 

Recently, the Chamber of Commerce 
proposed a substantial revision of the 
OASI system whereby all uncovered 


6 For purposes of this paper, it is not necessary to 
divide the cost between retirement and survivorship 
insurance. Actually about two-thirds of the total 
cost is for retirement and the rest for lump-sum and 


urvivors benefits. 
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workers would henceforth be covered.’ 
At present, about 20 per cent of the 
work force is not covered, but half of 
those are under separate programs like 
military retirement or civil service re- 
tirement. Consequently, approximately 
10 per cent of the gainfully employed 
would be affected by the proposal. In 
addition, the Chamber proposes that all 
presently unprotected aged be made 

and 


e 
eligible immediately for Old-Age 


Survivors Insurance benefits. 

At the present time, there are ap- 
13 million people aged 
About 4 million 
are employed or are the wives of em- 


proximately 
sixty-five or more. 
ployed men. This leaves 9 million in 
non-employed status, only 4 million of 
whom are receiving Old-Age and Sur- 
vivors Insurance. Of the remaining 5 
million, 500,000 are eligible for other 
and presumably 
Under the Cham- 


ber’s proposal, the remaining 4.5 mil- 
bo 


retirement benefits 


would not qualify. 


lion beneficiaries would be added to the 
Old-Age and Survivors Insurance rolls 
and become eligible immediately to re- 
ceive minimal non-contributory bene- 
fits. 


receive these non-contributory benefits 


The number of individuals who 


would decrease over the years as a larger 
and larger portion of the aged popula- 
tion achieved eligibility as contributors 
under the Old-Age and Survivors In- 
surance 


program. However, the cost 


of these “ free benefits’ would be con- 


siderable. 


protected group were to receive the 


Assuming that the newly 


minimum retirement benefit of $25 a 
month, the annual cost initially would 
be close to $1.5 billion. 


T Referendum No 
Federal Social 


Chamber of Commerce of the United States, 


13, Proposed Policy Declaration, 
Aged, 
VY i h 


Security Program for the 


ington, 1). ¢ 


Phe Chamber of Commerce proposes 
that this additional cost factor be fi- 
nanced from the presently scheduled 
payroll taxes. In fact, they recommend 
that the principle of reserve accumula- 
abandoned and _ the 
placed on a pay-as-you-go basis with 


tion be program 
tax receipts more cr less equated with 
benefit disbursements. Such a revision 
presents some interesting issues of pub- 
lic finance which are beyond the scope 
of this paper. Of more immediate rele- 
vance is the fact that the addition of 
this new burden would mark a further 
departure from the individual insur- 
should 
clearly as such, particularly since by 


ance basis; it be recognized 
adding a new cost factor without rais- 
ing the tax rate or providing for sepa- 
rate financing, the proposal would be 
open to the objection that it indirectly 
would cause reduction of benefits for 
presently covered employees. If pay- 
roll taxes have to be used to defray this 
new increment to the program’s cost, 
obviously they cannot support the same 
level of benefits that they would pro- 
Whether or not 
Congress should regard covered em- 


vide in its absence.* 


ployees as having a vested interest in 
their current benefit expectations is a 
policy question that remains to be de- 
cided. 

A more basic determination involves 
the question of how great a share of the 
“social” cost is to be levied on the par- 
ticular wages of employees who are 
covered under Old-Age and Survivors 
Insurance. There is some inequity in 
doing this, because the program is not 


pointed out that 


8 It should be 


coverage should produce 


extension of 


some reduction in benefit 

costs in relation to contribution: In a sense, this 
F 

could be regarded as an offset against the increased 


y 
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universal. Those employees and em- 
ployers who are outside it, as, for ex- 
ample, government employees, do not 
contribute. Neither do self-employed 
professionals, Yet, it would seem rea- 
sonable to suppose that, if society de- 
cides to accord “ free ”’ benefits to older 
citizens, such cost should be regarded 
as a genuinely public cost, to be fi- 
nanced from general revenues. It is 
true that the Chamber of Commerce 
proposes that coverage be extended to 
all gainfully employed. If this were 
done, the objections would be miti- 
gated. But realpolitik compels the con- 
clusion that the Congress will stop con- 
siderably short of universal coverage. 
To the extent that it does, the inequity 
will continue. 

Further departures from the individ- 
should be  ap- 
It is not in- 


ual insurance — basis 
proached with prudence. 
tended to discuss the merits of the ques- 
tion here. Rather, the purpose is to 
point out that there are arguments pro 
and con that warrant careful considera- 
tion. We ought to have clearly estab- 
lished guideposts so as not to drift grad- 
ually away, without realizing it, from 
the insurance approach to social secu- 


rity. There is a nice question as to how 


far the country can depart from the 
sull 
Many people ardently defend 


insurance basis and preserve the 


concept. 
the individual insurance aspects of the 
insurance pointing 


old-age program, 


out that it benefits workers’ morale and 
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accords with traditional American self- 
reliance. 

There needs to be a decision as to 
how much our public income protec- 
tion for old people is to be on a “ so- 
cial’ basis, and how much it is to be 
on an insurance basis. Then, having 
decided the extent to which it should be 
on a social basis, we should decide how 
to apportion the cost of the program's 
social features as between covered em- 
ployers and employees, on the one hand, 
and the entire population on the other. 
There is a point beyond which special 
taxes under a public insurance program 
should not be substituted for general 
revenues. Determination of this point 
is one of the tasks of the tax policy 
maker. 

One point must be claritied, namely, 
that it is not the intention of this ar- 
ticle to oppose the Chamber of Com- 
merce’s recommendation that all aged 
people be brought into the old-age 
Such 


desirable and would help to eliminate 


insurance program. a goal is 
the present anomaly of having almost 
as many old people on relief as there are 
receiving social insurance — benefits. 
Rather, the purpose of this paper is to 
indicate certain conflicts between main- 
taining the insurance concept and at the 
same time satisfying social objectives. 
By being aware of these contradictions, 
we may be better able to reconcile them 


SO as to preserve the advantages of both. 





INCOME TAXES AND INCENTIVE: 
THE DOCTOR'S VIEWPOINT 


ROBERT DAVIDSON 


S A REPORT on the reactions of 

only a small group of men, this 
paper can do no more than suggest cer- 
tain effects which increased income 
taxes may have on doctors with high 
It is not meant to be 
Refer- 


ence is made throughout to an earlier 


earned incomes. 


conclusive in any other way. 


period when income taxation was sub- 
This 


every case is to the years prior to 1942. 


stantially lighter. reference in 


The Group Si lected 

The seven doctors interviewed were 
selected primarily by the size of their 
earned incomes. As medical specialists, 
they are more heavily burdened by the 
income tax than many professional men 
because their earnings are more sharply 
peaked. Their period of training is 
longer and their period of practice usu- 
ally shorter than a great many others, 
for their income as a rule drops sharply 
in their early sixties. Thus, under a tax 
system with progressive rates, they pay 
a greater percentage of their total life 
earnings than do individuals who earn 
amount over a 


the same aggregate 


longer period of time. Further, they 
do not have open to them the possibil- 
ities of deferred compensation plans 
which tend to mitigate the effects of 
taxes on some corporation executives, 


graduate of Yale College, and i 


Yale Law School 


for instance. Also they are entirely 
their own masters, so far as professional 
men can be, and this factor would tend 
to make any influence on their incen- 
tive more discernible.' 

Any effects of increased income taxes 
on these doctors, therefore, should be 
revealed in bolder relief than in the case 
of other men. 
incomes of the 
men $36,000 to 
$115,000, with six of the seven averag- 
ing over $50,000.° 
has a substantial income from invest- 


The annual earned 


selected range from 


C Inly one doctor 


ments; the rest are almost wholly de- 
pendent on their earnings. The group 
is fairly homogeneous in other respects. 


All are on the teaching staff of a medi- 


cal school connected with a large met- 
The i 


forty-seven, and the oldest sixty-three. 


ropolitan hospital. youngest is 
All but one are what might be called 
specialized specialists, that is, each is a 
qualified surgeon, but six of them have 
largely contined themselves to special 
branches of surgery such as urological 
surgery, otolaryngological surgery, and 
fractures. 


1 Business executives seem to be kept working to 


ome extent by those above them in the corporat 
Thomas H. Sanders, Effects of- Taxation 


Researc h, Har 


hierarchy. 


(Boston: Division of 


School, 


on Executives 
9, 


vard Busines aha 


1951), pp 


“The national average for medical specialists was 
$15,104 in 1949 according to a Department of Com 
July, 1951 issue of 


merce survey published in the 


the Survey Of Current Busine 
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Charity and Research 


It is interesting to note that of the 
seven men only one has reduced the 
amount of charity or low-cost work 
which he used to do; he has done so be- 
cause of taxes. “A charity case takes 
just as much skill and time as one for 
which I can get a $1,000 fee, so now I 
frequently send these cases downtown 
where they'll get the best of care and it 
won't cost them a cent.” But this same 
doctor is the only one who has increased 
the amount of research work that he 
does——and this also, he claims, by reason 
of the high taxes. “ It isn’t worth my 
while to spend so much time in the of- 
fice these days with the government 
taking such a cut out of my income. 
I’ve started spending one morning each 
week in the laboratory at the Hospital 
The 


net implication of this contradictory 


working on a research project.” 


behavior is that he prefers research over 


the practice of medicine on a charity 


basis; it seems quite likely that taxes 
simply provide a rationalization for this 
pre ference. 


Institutional Work 


Five of the doctors felt certain that 
more specialists (though perhaps not 
those with the highest incomes) were 
accepting or searching for institutional 
positions, possibly as a result of high 
taxation, but perhaps also because of 
the depression which some of them ex- 
pect to follow the present inflation and 
because of the uncertainties with which 
private practice is fraught.’ They spe- 

% One of the men felt that while there is probably 
still a movement toward institutional Situations, the 
significant trend had been just after World War II 
when some doctors who had been in service for four 
or five years dec ided against trying to rebuild their 


practices virtually from scratch after they were dis 


charged. 
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cifically mentioned hospital and medical 
college staffs, veterans’ hospitals, the 
Public Health Service, and a variety of 
public and private clinics where occa- 
sionally research can be carried on along 
The 


other two doctors could identify no 


with the usual professional work. 


trend in either direction. 

In regard to corporation executives, 
Sanders * points out that there is a tend- 
ency for the most able and dynamic of 
them to go into business tor themselves 
in order to realize an appreciation on 
their invested capital which will be 
The 


only possible mobility for a doctor, 


taxed at only a capital gains rate. 


however, is in the opposite direction, 
away from private practice to institu- 
tional work. And since it is rare for 
an institution to offer even the most 
able specialist more than $25,000—a 
figure less than half the average income 
earned by the doctors interviewed— 
they are not likely to make such a 
move. Moreover, the fact that most 
hospitals do not provide pension or de- 
ferred compensation plans makes the 


possibility still less attractive. 
Shifting the Income Tax 


There are conflicting schools of 
the 


the 


thought among economists as to 
possibility of individuals shifting 
burden of income taxation. It is, how- 
ever, at least possible for highly-paid 
professional men to shift the burden; in 
the case of doctors the tax would have 
to be shifted to the consumer who is the 
patient. The situation is nebulous in 
the cases of these seven specialists for 
several reasons. First, it is their prac- 
tice to accept for a fee whatever the 
patient can afford if he cannot pay the 


' Sanders, op. cit., pp. 44 ff 
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bill as presented. Second, the competi- 
tion of specialists is keen in a large city, 
and prospective patients possibly con- 
sider to some extent the prices as well 
as the reputations of the doctors they 
patronize. Third, many doctors seem 
inclined to increase their incomes by in- 
creasing the number of their patients 
or by doing more highly specialized 
work rather than by pressing their fees 
upward to the limit the traffic will bear. 
Consequently fees are not fixed (except 
within a broad range) and are not sub- 
ject to a definite “ pricing policy ” on 
the part of the doctor. It is dificult to 
know, therefore, whether or not these 
men have shifted 
burden. 

It might seem possible for a doctor to 
effect a sort of shifting by catering to a 
wealthier clientele than he did previ- 
ously, but in actuality this is extremely 
dificult. A doctor usually spends a 
considerable part of his career building 


any of the tax 


up a practice within a fairly definite in- 
come group even when he relies solely 
on “ feeders” 
who will refer cases to him). 


(that is, other doctors 
His 
reputation and personality are factors 
in the type of practice he acquires. As 
a result, by the time he has reached his 
peak income years, his practice is well 
determined, and a shift to a wealthier 
group would be hard to achieve. 

One more consideration might be 
mentioned. Quite to the contrary of 
shifting some of the tax burden to his 
patients, it is possible that a doctor may 
have some of his patients’ burdens—tax, 
inflationary, and other—shifted on to 
him. As one of the surgeons pointed 
out, the ancillary costs of surgical treat- 
ment (hospitalization, after-care, drugs, 
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and so forth) have greatly increased, 
leaving less for the man who performs 
the operation. 


Investment and Savings 


In regard to their investments, all the 
men interviewed were notably consery- 
ative. Four, however, had channeled 
some funds into common stocks, real 
estate, and other holdings with the hope 
of realizing a capital gain and also as a 
means of keeping pace with inflation. 
Two of the men had transferred into 
common stocks money they had previ- 
ously held in other investments—one of 
them had sold $40,000 worth of gov- 
ernment bonds, and the other had bor- 
rowed $52,000 on his life insurance 
policy. Both spoke strongly of their 
reluctance to make the shift, affirming 
their general financial conservatism. 

Each of the carries at least 
$50,000 worth of life and 
some of them a great deal more; all but 


men 
insurance 


two asserted that if taxes were reduced 


they might still 


Six of the seven also carry dis- 


substantially carry 
more. 
ability insurance. 


There was apparently a small effect 


on expenditures which could be laid to 


increased taxes. One doctor said that 
he was thinking of hiring an assistant 
who would take some of the burden of 
work off his shoulders, and another had 
actually done so recently; both indi- 
cated that taxes had an influence on the 
decision since the salary of such an as- 


Both of 


these doctors and one other mentioned 


sistant would be deductible. 


that in some professional expenditures 
they had become more liberal as a re- 


sult of increased taxation. Instruments 
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and office furnishings, for instance, 
might have been of a less expensive 
quality were it not for the feeling that 
the government was going to pay part 
of the bill. 

It should be noted that all these men 
seemed relatively unsophisticated in fi- 
nancial matters. The reason, perhaps, 
is that they are too busy to investigate 
the mysteries of finance, and their work 
is far most. investment 


afield from 


matters. 
Avoidance 


All but one of the doctors stated that 
they were visited and questioned an- 
nually by agents from the Bureau of 
Internal Revenue (as is to be expected 
for professional persons with exception- 
ally large incomes). One doctor said 
that he avoided a certain amount of tax 
by padding expenses and failing to re- 
port certain fees. Another tacitly ad- 
mitted to like practices; but two of- 
fered the that 
impossible to them that specialists could 


information it seemed 
escape any significant amount of tax 
payments. One of them explained, 
“ That sort of thing can be done on the 
but 
for the fees a surgeon has to charge, the 


two-or-three-dollar-a-visit level, 
whole procedure of payment has to be 
pretty formal. Nobody pays us in dol- 
lar bills.” 


noted is that the complexity of the tax 


Another consideration to be 


laws and the lack of comprehensive fi- 
nancial experience of these men make 
it at least possible that they are actually 


as io - * 
failing to take advantage of some de- 


ductions which the government would 
allow if claimed. 


Incentive to Work 


Any measurable effect of increased 


taxes on the incentive of these men 
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would be evident in their vacation 
practices and retirement plans. Of 
the seven surgeons, one said he never 
takes a vacation, three said they take 
the same amount as before, and three 
said they take more vacation—but in 
no case more than two extra weeks. 
Since they were referring to the years 
before 1942 as the standard of com- 
parison, it is likely that their longer 
vacations are as much the result of a 
decade’s increased age and consequent 
reduction of physical stamina as of 
higher taxes. 

One subsidiary effect with regard to 
vacations which does stem from in- 
creased taxes is the fact that these men 
frequently combine their holidays with 
trips to medical conferences and con- 
ventions. The advantages are fourfold: 
they enjoy a change; they keep abreast 
of current technical developments; they 
maintain and make new contacts with 
feeders; and the trips may be written 


off as professional expenses on their 
Four of the seven 


income tax returns. 
said they attended at least one such con- 
ference outside the city each year. 

Three of the men had never enter- 
tained any expectations whatever of re- 
tiring; the other four expected to retire 
later than they had planned before the 
increased tax rates. The reason given 
by this last group for their changed ex- 
pectations was that they had been un- 
able to accumulate sufficient capital. 
None was able to say, however, whether 
it was because of inflation or taxes; un- 
questionably both factors were respon- 
sible. 

Several of the men pointed out that 
surgeons are retired not so much by 
their own volition as by their feeders; 
that is, the cases referred to them grow 
progressively fewer until there is insuf- 
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ficient work to keep them busy. 
Only one of the seven was reducing 
his standard of living, and he was doing 
so not in order to save for retirement, 
but to meet higher current expenses. 
Why do not these men—who are so fi- 
nancially conservative otherwise—live 


less well now and save more toward 


their retirement? In discussing the 
same question with regard to execu- 
tives, Hall surmises that “ certain ex- 
penses are necessary to obtain and main- 
tain their positions.” * Another reason 
may be that these men do not look for- 
ward to retirement. with 


any great 


pleasure. They are absorbed in their 
work, and for them life holds no satis- 
factions comparable to this. 

From these facts we would judge 
that increased taxes have not reduced 
This 


out the conclusions of Sanders in re- 


the surgeons’ incentive." bears 
porting on executives: “ The economy 
has not—as a tax consequence—lost a 
serious amount of executive services.” * 
Hall reaches the same result, also in re- 
gard to executives.” The explanation 
for this finding may be that these doc- 
tors work harder to restore their dis- 
posable incomes to the former level, de- 


“Challis A 
tirement Plans 


Hall, Evec 


(Boston 


utive Compensation and Re 
Research, Har- 


Division of 


vard Business School, 1951), p. 253 


G Using indifference curves as well as utility and 
Black and von Mering find 


productivity of those with large 


disutility curves, both 
that the economic 
earned incomes will be reduced by ine reased income 
This is contrary to the findings here. Dun 
can Black, The Incidence of Income Tax 
Macmillian & Co., 
Mering, The 


(Philadelphia 


taxes. 
(London 
1929), pp. 159 ff., Otto von 
Shifting and 
Blakiston Co., 


Incidence of Taxation 


1942), pp. 109, 110 
7 Sanders, Op. cit,, 


8 Hall, op cH.. p 
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spite the high marginal rate to which 
Or it may be that 
they work so largely for nonmonetary 


they are subject. 


rewards that any tax effects which tend 
to discourage effort are of relatively 
Both Black * and 


ignore the question of 


slight importance. 
von Mering ' 
nonmonetary satisfactions when they 


analyze effects of the income tax—the 


latter even going so far as to say, “it 
is doubtful whether actors, physicians, 
and lawyers nowadays are motivated by 
considerations to 


non-economic any 


large extent.” The evidence of these 
interviews contradicts this assumption 

an assumption which seems naive on 
its face. It is possible that the non- 
monetary factors are the strongest in- 
fluences of all on the economic behavior 


of these doctors. 
Conclusions 


The only effects of increased income 
taxation on these seven surgeons seem 
to lie in four rather unimportant areas: 
their income from individual patients 
may be reduced a little because the ris- 
ing ancillary costs of surgical treatment 
leave less for the doctor; their capacity 
to accumulate investable funds is re- 
duced by high taxes, but they may shift 
their invested savings into securities 
where appreciation rather than income 
will allow them to enjoy a capital gains 
tax rate; they may spend money more 
freely on professional equipment and 
furnishings; and they probably com- 
bine vacations with trips to medical 
conferences more frequently than be- 


fore. 


* Black, thid 


10 von Mering, ibid 





THE INCIDENCE OF CORPORATE INCOME 
TAXATION ON PUBLIC UTILITIES 


ROBERT 


URING 


public utility commissions have been 


the past several years state 


under constant pressure to grant rate in- 
creases to public utility companies to insure 
a “fair State 


commissions have been obliged by the in- 


return’ to. shareholders. 


escapable logic of inflated costs to grant 
This 


been profoundly embarrassing to commis 


these increases. turn of events has 
sioners whose claim to successful service and 
the 


Under these cir- 


to reappointment has been based on 
downward trend of rates. 
cumstances state officials and the officials of 
utility companies have tended to shift a 
great part of the blame for higher rates onto 
federal tax policy in terms that are often 


indiscriminate or confused. 

The incidence of the federal taxation of 
public utility companies will be examined 
here in order to develop a theoretical basis 
for the argument that aspects of federal 
taxation are uniquely inappropriate as a levy 
on public utility companies. 

We shall be concerned only with those 
taxes which appear to have a peculiar, an 
unintended, or a discriminatory effect Gn 
public utility companies or on the con- 
sumers of public utility services. Excise 
and gross revenue taxes therefore will not 


be dealt with, since these taxes are as they 


The author is a member of the department of 


economics at Rutgers University. 


SOLO 


are intended to be—primarily taxes on con- 
sumption. ‘This is not so in the case of the 
federal corporate income tax. The federal 
corporate income tax is not intended to be a 
tax on consumers; it is intended to be a tax 
on the profit residual. It purports to re- 
duce shareholders’ income or claims, not to 
raise prices. This objective of taxing prof- 
its and reducing stockholders’ income or 
claims is accomplished, presumably, in the 
sphere of unregulated enterprise; but in the 
area of public utilities, the federal corporate 
which falls 


consumers. 


income tax has become a tax 


primarily and directly on 

Especially is this true during a period of 
I ; g I 

cost inflation. 


This shift in tax incidence arises out of 


the fact that the net income of public 


utility companies is of a fundamentally dif- 
ferent nature than the net income of the 
The profit of the 
unregulated company is a true residual, that 


unregulated corporation. 
§ 


which remains for disposition to the share- 
holders after costs including interest have 
been paid; and taxes which cut into this 
residual will reduce that sum available for 
The net income 
of public utilities, on the other hand, is not 


disposition to shareholders. 


a true residual inasmuch as regulation is ef- 
fective. With effective regulation the net 
income of the public utility company is a 
predetermined quantum to which the share- 
holders in the private monopoly are at once 
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limited by the public authority and to 
which they are entitled by law, provided 
that the requisite income can be earned by 
adjusting public utility rates. This quan- 
tum is the fair return. It is the business of 
public utility commissions to hold rates 
down to the point where the amount avail- 
able for disposition to shareholders will not 
exceed fair return, and, on the other hand, 
it is the legal obligation of the public utulity 
commission to raise rates inasmuch as this ts 
required in order to provide shareholders 
with a fair return. Where net income has 
been held to a level of fair return, an in 
crease of federal income taxes will not be 
allowed to reduce this level of net income 
but will be provided for out of an increase 
in public utility rates. Therefore, what 
was intended as a tax on profits, and which 
in the case of unregulated business presum- 
ably amounts to a tax on profits (at least to 
a much greater degree than for public util- 
ities), is, in the instance of effectively regu- 
lated public utilities, necessarily passed on 
to the consumers as an increase in rates and 


a taX on consumption, 


Even for regulated public utilities, how- 
ever, the abov e reasoning holds only to the 
degree that public regulation is effective 
and the net income of public utility com 
panies has in fact been held down to the 
level of fair return. In the typical case of 
ineffective regulation, the slow-acting and 
uninformed public authority will not revise 
rates downward in full response to the rate 
and declining 


of technological advance 


costs. During periods of declining costs, 


therefore, the net income of the utility 


companies will exceed the level of fair re 
turn. On the other hand, the typical util 
ity commission will resist rate increases and 
will allow an upward revision of rates only 
when the company has shown that its in- 
come has been or will be reduced below the 
level of fair return. Given inflated costs or 
higher income taxes, the company must 


suffer d reduction in its net income up to 


199 


the point where it substantiate the 
that 


Where the net earnings of companies are in 


can 
claim fair return is in jeopardy. 
excess of fair return, the federal corporate 
income tax on public utilities becomes what 
it was intended to be, a tax on profits re- 
ducing the income or claims of shareholders 
rather than a tax on consumers and on con- 
Where rising costs during a pe 
utility 


sumption. 


riod of inflation keep earnings 
trimmed to the level of fair return, slug 
gish regulation perforce becomes effective, 
and the federal corporate income taxation 
of public utilities becomes primarily a tax 
on consumption. For this reason the gen- 
eral case today probably is that the inci 
dence of federal income taxation of public 
utility companies falls primarily on the con 
sumers of utility services and that a rise in 
the federal corporate income taxes means an 
increase in utility rates. 

We have sought to establish that al 
though federal income taxes are intended as 
a levy on the profit residual, when applied 
to the regulated utility companies this tax 
has the primary effect of increasing utility 
rates and is therefore roughly equivalent to 
an excise tax on utility services. If this is 
true, if the intended incidence of federal 


and state corporate income taxation has 
thus been distorted, how are we to evaluate 
the impact of that distortion in the special 
area of regulated companies? To this ques 
tion, no unequivocal answer can be given. 
It may be argued that the haphazard and 
addition of the 


unintended corporate in 


come tax to the heavy excise taxes which 
have already deliberately been placed on the 
consumption of some public utility services 
and unfair to 


is. discriminatory certain 


classes of consumers. It is arguable on the 
other hand, since public rate-making pre 
vented utility companies from “ cashing 
in” on the windfalls of inflation, that util- 
ity services are underpriced relative to the 
general level of prices, and therefore a 
higher excise tax burden on the consumer 


of utility services is justified. 
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Since the share of gross income reserved 
to pay interest on the company ’s debt is not 
taxable, whereas the share of gross income 
reserved to pay fair return dividends on 
common stock is taxable, the actual cor- 
porate tax lability with a given gross in- 
come will vary according to the capital 


The 


greater the proportion of investment which 


structure of the particular company. 


is represented by debenture rather than by 
equity holdings, the smaller will be the cor 
porate tax liability; and, conversely, the 
larger the margin of common stock financ 
ing, the greater will be the corporate tax 
ability. Inasmuch as the corporate income 
tax is shifted to the consumers of public 
utility services, the rates charged the con- 
sumers dependent on particular companies 
will vary according to the peculiarities of 
the capital structure of each company. In 
this discriminatory will be in- 


way prices 


troduced into the utility rate structure 


against consumers served by different com- 
panies. Such a discrimination would be un- 


warranted and unfair. It would also be 


economically unhealthy inasmuch as it dis- 


located the price structure in such a way as 


to distort consumer's choice and the pattern 


of industrial location.! 


author) of Transforming 


(New York 


'Thus John 
Public Utility 
Brothers, 


Sauer, 
Regulation Harper and 


1950), suggests 
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In seeking to lighten the corporate in- 


come tax burden and thereby to enable 


lower rates, public utility commissions 


might be inclined to encourage, and public 
utility companies might be induced to initi- 
ate financial programs designed to reshape 
the capital structure of companies by de- 
creasing the ratio of capital stock to bonded 


debt. Surely this objective wall intluence 


the manner of securing funds for future ex 


pansion. Some would consider this rigidi- 


fying of capital structures with a simul- 
taneous canceling out of fiscal gains for the 
government as dangerous and undesirable. 
Others such as Dr. John Bauer or Professor 
James Bonbright, who have long contended 
that all investment in publ utilities should 


be of the nature of debenture holdings, 


might see such a development as in the pub- 


lic interest. 


For purposes of systematic rate ¢ t ind to 


eliminate discrimination betw en CONS ? r and 


communities served by compani lifferent 


capital structures, the Federal Income Tax Law, 


and the State imcome tax statut hould be 


amended so that all companies Will like rela 


tive taxes, regardless of capitalizatu To this 


end the tax might be based on operat income, 


prior to interest payment and other income deduc 


tions would remove corporate motive of re 


sorting to bond financing 
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The Financial Problem of the City of Neu 
York, A Report to the Mayor's Com- 
mittee on Management Survey, General 
Summary Volume of the Finance Project. 
By Ropert M. S. SHouP, 
and Lyte C. York, 1952. 
rp: 554. 


Haic, Cari 


N cw 


hire. 


The comprehensive study of New York 
City’s finances which this volume sum- 
marizes was designed to bring forth pro- 
posals for reforms in the revenue structure 
of New York City and to suggest methods 
of raising additional revenue if needed. 
Given this purpose, the findings and con- 
clusions of the authors can be properly 
in the full context of New 
Much of the 


work, therefore, does not readily lend itself 


evaluated only 


York’s particular problems. 


Because there 
New York’s fi 


nancial problem which are also common to 


to review in the usual sense. 


are so many elements in 


other cities, however, this work will com 
than its 
Also, 


because the Finance Project was so elabo 
J 


mand a much greater audience 


specific onmentation might indicate. 
rately conceived) and carefully — carried 
through, it will provide a guidepost in mat 
ters of research methodology and analytical 


technique for a good while to come. 
Inevitably, in a work of this scope some 


grist must come to the mill of even the 


highly appreciative reviewer. The most 
damaging limitation of the study is one for 
which the members of the project are in no 
way responsible. It stems, rather, from the 
restricted frame of reference laid down by 
the sponsoring agency. The whole question 
as to the level of municipal services which 
the city should provide, ie., how much the 
city should spend, was eliminated from the 
purview of the Finance Project. A whole 


range of vital problems bearing directly on 


New York’s 


enterprise and residential development—its 


attractiveness for business 
over-all competitive position with its sub- 
urbs and other large cities—were not con- 
sidered. With no analysis of New York’s 


level of expenditures vis-a-vis her fiscal 
capacity, the conclusions for revenue policy 
can be accepted at best in only a tentative 
way. A recommendation for avy change in 


the level of city services would doubtless 
have raised tremendous controversy, but the 
complete elimination of expenditure levels 
from an analysis of revenue policy only per- 
petrates a classic budgetary error. Because 
of this limit on the scope of the project, the 
financial problem of New York City re- 
mains only partially analyzed. 

On the assumption, however, that the 
services supplied by the city would remain 
at their prior-planned level, the future bud- 


get requirements and the yields of the exist- 


ing revenue system were estimated by the 


authors under three alternative sets of as- 
sumptions about the course of price and 
general business movements through the fis- 
cal year 1955-56. The following assump- 
tions were made: (1) high employment and 
stable prices; (2) high employment and in- 
flation; (3) inflation followed by depres- 
sion. A critic might well take issue with 
the specific rates of inflation or employment 
changes which were assumed, but inasmuch 
as the purpose of the authors was not to at- 
tempt an actual prediction, such a criticism 
would be beside the point. As a “ com- 
mon-sease ’ technique designed to provide 
reasonably realistic targets for use in formu- 
lating revenue programs under different 
future economic conditions, these calcula- 
tions are valid and helpful. Furthermore, 
anyone who finds fault with the details of 
substitute his 


the assumptions made can 


own and produce another set of conclusions. 
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The heart of this volume consists of an 
elaborate discussion of New York’s present 
revenue structure and of possible sources for 
this ma- 


additional income. For much of 


terial the authors have drawn upon the 
analysis of their able staff, the results of 
which are presented separately in a series of 
eight technical monographs also published 
by the Mayor’s Committee on Management 
Survey. These technical monographs, 
worthwhile in themselves, were concerned 


New 


COV ered 


with important special aspects ot 


They 


such issues as the municipal debt, the city 


York’s financial problem. 
} 


transit problem, the budgetary and financial 
administration of the city, revenue and ex 
penditure trends, problems ot mtergovern 
mental fiscal relations, and a study of mu 
nicipal taxation in the United 
States. 


Haig and Shoup, the directors of the proj- 


mcome 


In the summary volume Professors 


ect, have subjected to their own review the 
recommendations and opinions expressed in 
the technical monographs, and in several in- 
differ- 


ences were allowed to stand in order to em- 


stances differences appear. These 


phasize, in the authors’ own words, “ the 


debatable character of some of the judge- 
ments and conclusions.” 

For descriptive purposes this volume can 
be divided into three main parts. In the 
first section the authors review the over-all 
The 


city asa financial unit is viewed in terms of 


financial situation of New York City. 


its size, degree of fiscal independence, pat- 
terns of expenditures and revenues, and 
debt New 
York’s finances with those of other large 


situation. A comparison of 
cities is especially helpful because it pro- 
vides a set of refefence points with which 
the scale of the city’s operations and its fi- 
nancial performance can be compared. 

In the second part, which comprises the 
bulk of the work, the projections of future 
budget requirements and yields of the exist- 
ing revenue system, to which we have al- 
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ready referred, serve as the background for 
a detailed analysis of property, sales, use, 
income, and_ locally 
New York uses all of 


these taxes with the exception of a local in- 


business, financial, 


levied excise taxes. 


come tax, and the discussion is greatly en- 
riched by judiciously culled observations of 
the taxes in local operation. ‘The details of 
the major administrative problems and op- 
erational pitfalls which are frequently in- 
volved in these taxes provide immensely 
useful information on tax problems which 
are too often ignored by writers in public 
finance. 

Because of the growing popularity of in- 
come taxes as local levies, the analysis of 
this tax should be of special interest to 
many readers. Although the authors do not 


at present recommend an income tax for 
New York City, they have given it careful 
study, both as it functions for the large 
cities in which it is presently employed and 
as it could be adapted to New York’s needs. 
Despite some omissions and condensations, 
the problems of local income taxation are 
effectively highlighted. 

In addition to tax sources, the authors 
also present a study of public service enter 
prise revenues in New York. Main atten- 
tion is centered on the highly controversial 
fare, and the authors 


issue of the transit 


offer an extremely provocative analysis 
which culminates in their recommendation 
for a time-differentiated fare structure. 
Although there is bound to be sharp con- 
troversy concerning their proposal, it is to 
be hoped that the approach to the problem 
taken by city officials and the general public 
become constructive and _ less 


may more 


obscurancuist as the issues revealed in the 
analysis become more common knowledge. 
Certainly, no conscientious reader can fail 
to be impressed by the extra cost burden 
which the provision for peak-load ‘ rush- 
hour” traffic imposes on the city subway 


system. 
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An interesting analysis of the state and 
federal grant systems completes the review 
of the Another 
highly controversial issue, the alleged dis- 


city’s revenue sources. 
crimination by the state against New York 
City, is examined with judicious care, but 
that New 


York is not discriminated against under the 


the conclusion of the authors 


present system of distribution of state 
grants is bound to be questioned further. 
The analysis is based mainly on comparisons 


New York by the 


state and benefits returned to the city, and 


of taxes taken out of 


also on a rough calculation of local tax 


burdens relative to local fiscal capacities. 
Virtually no account is taken of differences 
in costs of operation between a city the size 
of New York and the smaller local units, 
and this omission will undoubtedly be noted 
by city critics. 

The last part of the volume brings much 
of the earlier material into sharper focus 
under a comprehensive revenue program 
proposed for the years 1953 to 1956. The 
budget and its administration are reviewed 
in detail, and recommendations are offered 
for improving the basic fiscal administration 
of the city. Also, the debt history and cur 
rent debt status of the city are examined 
with care; this analysis leads to additional 
recommendations for future policy. 

There is unquestionably much room for 


argument on the particular conclusions and 


NTA NOTES 


recommendations of the authors and per- 
haps also on some of their methodology. 
But, in the attempt to keep down the size 
of the summary volume, many issues were 
condensed, and attitudes, 


pertorce some 


basically philosophic, were not made ex- 
plicit. This is true, for example, of the 
arguments for an income tax on corpora- 
dith- 


culties seemed not to warrent it; and for 


tions, although the administrative 
moderate progression in a possible city in- 
come tax, although the equity and yield ef- 
fects of moderate progression would not be 
very important. 


All the 


might raise Can in no Way detract from the 


points which a critical reader 
real contribution which this study makes to 
our understanding of the complex financial 
This 
summary volume fulfills the authors’ hope 
that it 


operations of a modern metropolis. 


contribute toward a better 


New  York’s 


problem and toward the formulation of a 


“may 
understanding of financial 
solution based less on considerations of im- 
mediate political expediency and more on 
considerations of the long-term common 
welfare .. 2; it will be gratefully received 
by students of municipal problems through 


out the nation. 


ARNOLD M. Sortoway 


Harvard University 
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KENNETH W. GEMMILL, Assistant to the Secretary, Honorery Members 
United States Treasury Department 

RicHagp B. Goong, International Monetary Fund A. KENNETH Faron, Department of Finance, 

Morarmazan M. Kassurt, Deputy Commissioner of Dominion of Canada 
Taxation and Finance, State of New York ) 

R. H. Wareaman, Texas & Pacific Railway Com- Pump T. Crarg, Controller of Revenue, Province 
pany and Missouri Pacific Lines, Dallas of Ontario 


and Atlanta 


Avrrep G. BugHLer, University of Pennsylvania 





